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NTRODUCTION 

2. Please state your name. 

4. My name is Marylee Diaz Cortez. 

2. 

4. 

Have you previously filed testimony in this docket? 

Yes. I filed direct testimony on revenue requirement issues in this docket 

on August 18,2005. 

3. 

4. 

What is the purpose of this testimony? 

The purpose of this testimony is to present RUCO’s proposed rate design. 

RATE DESIGN 

Q. 

A. 

Q. 

A. 

Please discuss APS’ current rate design. 

APS’ current rate design is a product of a settlement agreement among 

the parties to APS’ prior rate case. Given the diverse perspectives of the 

parties, rate design was one of the more contentious issues in that case. 

However, RUCO believes a fair and reasonable rate design was arrived at 

and is therefore recommending very little change in the current design. 

Please discuss the salient elements of RUCO’s proposed rate design. 

First, I have designed rates to recover RUCO’s proposed rate increase of 

10.89% primarily from the commodity, or variable charge. Since the need 

for a rate increase is primarily attributable to increased generation and fuel 

2 
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costs, it is appropriate that ratepayers bear those increased costs in 

proportion to their individual consumption of the commodity. Allocating the 

rate increase primarily to the commodity charge also is desirable because 

it allows customers to mitigate the cost of the increase through 

conservation. Were a large portion of the increase assigned to the 

monthly service charge, ratepayers would pay the increase regardless of 

conservation efforts. In keeping with DSM and demand response goals, 

RUCO has designed its rates to reward ratepayers for conservation 

efforts. 

Second, I have designed rates to reflect a more even, or across-the- 

board, spread of the increase. All rates were designed to as closely as 

possible mirror the overall increase of 10.89%. 

a. 
9. 

Was this possible in all cases? 

No. Pursuant to Decision No. 67744, a number of rate schedules were 

frozen and are required to be eliminated in this rate case. Those rate 

schedules will default to active rate schedules in this case. Thus, the 

provisions of Decision No. 67744 dictate the increases those rate 

schedules will realize. 

3 
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3. Will customers actually see a 10.89% in their current bills as a result of 

RUCO’s recommended revenue and rate design? 

No. RUCO’s 10.89% recommended increase is the increase applicable to 

base rates. A portion of this 10.89% is already being recovered through a 

PSA charge authorized in Decision No. 68685. Thus, the effective 

increase that customers will see as a result of RUCO’s recommendation, 

net of the Decision No. 68685 increase, is 4.44%. 

9. 

Residential Rates 

Q. 

A. 

Q. 

A. 

Please describe your proposed residential rates. 

Residential rates were designed to evenly recover the 10.89% increase, 

with the exception of the frozen rate schedules that will be somewhat 

higher as a result of the terms of Decision No. 67744. I have maintained 

the existing discount programs for low-income and medical care 

equipment. Recovery of the increase will come 100% from the per kWh 

charge, allowing customers to mitigate the increase through conservation. 

RUCO’s proposed rates are shown on Schedule MDC-13. 

Have you prepared a schedule showing the impact on residential bills from 

your proposed rate design? 

Yes, I have prepared Schedule MDC-14. Page 1 of Schedule MDC-14 

shows the impact of RUCO’s proposed rates on residential customers with 

average usage. Page 2 shows the impact on residential customers with 

4 
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low usage and page 3 shows the impact on residential customers with 

high usage. These schedules show that the more usage a customer has 

the higher percentage increase that customer will pay under RUCO’s 

proposed rates. 

3eneral Service Rates 

1. 

I. 

2. 

9. 

Please describe your proposed General Service rates. 

General Service rates were also designed to as closely as possible evenly 

distribute the 10.89% rate increase among the individual rate schedules. 

Again, the rate schedules that were frozen in Decision No. 67744 are the 

exception. Under RUCO’s proposed General Service rate design, 100% 

of the increase will be recovered through the variable portion of the 

individual rate schedules. Thus, General Service customers will have the 

same opportunity to mitigate the impact of the increase through 

conservation. RUCO’s proposed rates are shown on Schedule MDC-13. 

Does that conclude your direct testimony concerning rate design? 

Yes. 

5 
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NTRODUCTION 

3. 

4. 

3. 

4. 

a. 
4. 

a. 
4. 

Please state your name for the record. 

My name is Marylee Diaz Cortez. 

Have you previously filed testimony in this docket? 

Yes. I filed direct testimony in this docket on August 18, 2006. 

What is the purpose of your surrebuttal testimony? 

In my surrebuttal testimony I will respond to the positions and arguments 

set forth by various APS witnesses in their rebuttal testimony. I will show 

that certain arguments are without merit and demonstrate why such 

arguments should be rejected. I also will address certain positions 

advanced by other parties to this docket and advocate RUCO’s position 

on these issues. 

What areas will you address in your surrebuttal testimony? 

I will address the following issues in my surrebuttal testimony: 

* Overall Reasonableness of RUCO’s Recommendations 

Rate Base 

Palo Verde Steam Generator 

Deferred Credit 

Supplemental Executive Retirement Plan 

* 

* 

* 

* Working Capital 

1 
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Operating Income 

* DSM Net Lost Revenues 

* Decommissioning Expense 

* Out-of-Period Expense - Tax Consulting 

Miscellaneous Expenses * 

* Unregulated Expenses 

* Lobbying Expense 

* Amortization Expense 

Rate Design 

Other Issues 

* Power Supply Adjustor 

* Hook-up Fees 

* Environmental Improvement Charge 

* Demand Side Management 

* Demand Response Programs 

* Environmental Portfolio Standard 

APS Rebuttal Proposals to Increase Earnings * 

OVERALL REASONABLENESS OF RUCO’S RECOMMENDATIONS 

Q. Does the Company contest the reasonableness of RUCO’s revenue 

requirement and rate recommendations in its rebuttal testimony? 

Yes. Several APS witnesses claim that RUCO’s recommendation will not 

allow APS to recover its cost of service, will not allow APS to recover 

A. 

2 
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RUCO's recommended 9.25% return on equity, and will result in bond 

rating downgrades to "junk status. The Company further claims that 

RUG0 did not "test" its revenue requirement recommendations to 

determine whether they produced reasonable financial results. 

a. 

4. 

Are these true statements? 

No. Regulatory law and principles require that rates be set to allow a 

utility the opportunity to recover its reasonable and prudent operating 

expenses, and a fair return on its prudent, used and useful investments. 

RUCO's recommended rates are set to do exactly that. RUCO's rates, in 

keeping with ratemaking standards, provides the opportunity for the 

Company to generate sufficient revenues to pay RUCO's recommended 

operating expenses, interest on APS' long-term debt and will provide a 

9.25% return on equity for APS' prudent used and useful investment. 

Further, RUCO's recommendation sets the base cost of fuel and 

purchased power' at the level proposed by the Company, and with the 

exception of the hedge sharing proposal*, accepts the PSA as proposed 

by the Company. Thus, APS' will have the ability to recover any fuel costs 

that exceed the Company's proposed base cost of fuel via the PSA. 

I will refer to the cost of fuel and purchased power as the cost of fuel 1 

' RUCO witness Richard Hornby's surrebuttal testimony is recommending that the base cost of 
fuel be adjusted slightly from APS' original request to recognize that APS has withdrawn its 
nedge sharing proposal. 

3 
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Accordingly, RUCO’s recommendation passes the regulatory “test” for fair 

and reasonable rates. 

2. 

4. 

9. 

A. 

Given this, why is the Company claiming RUCO has failed to put its 

recommendations to some sort of test? 

It appears the Company believes RUCO should have prepared some 

future financial forecasts and projections for APS based on RUCO’s 

revenue recommendations. 

Should financial forecasts form the basis 

determination of fair and reasonable rates? 

No. A financial forecast is only as good as the 

of 

Pe 

the Commission’s 

ulative assumptions 

that are built into it. The assumptions that materially affect a financial 

forecast go far beyond the rates that RUCO recommends. Assumptions 

that must be made include sales levels, growth, conservation, weather, 

plant operational efficiency, fuel and purchased power prices, 

management decisions, and employee productivity. The set of 

assumptions goes on and on. Change the assumptions and the result 

changes. Engaging in such speculation as the basis for setting rates is 

irresponsible at best and is why traditionally the ratemaking process relies 

on the set of principles that I discussed at the outset of this testimony. 

4 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

The Company also presents some of its own projections of what certain 

rating agency metrics might look like in the future given RUCO’s 

recommendations. Please respond. 

The Company’s calculation of its projected rating agency metrics appear 

to be based on the same type of financial forecasts just discussed. 

Likewise, the Company’s rating agency metric projections are fraught with 

the same problems as financial forecasts and are only as good as the 

myriad of assumptions and guesswork built into them. Further, Wall 

Street‘s perceptions or misconceptions regarding the appropriate 

ratemaking methodology should not be the main criteria used in setting 

rates. 

Do APS’ claims that RUCO’s recommendations will reduce its bond 

ratings to “junk have merit? 

No. APS’ bonding ratings, status quo, are not “junk”. RUCO is 

recommending a $232 million rate increase and a stronger PSA 

mechanism. This is not a scenario that would logically translate into ‘)junk 

bond status. 

In summary, what are the appropriate criteria for determining fair and 

reasonable rates? 

Adherence to ratemaking law and principles is the best way to determine 

fair and reasonable rates. Fundamental ratemaking law and principles 

5 
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have withstood for over 100 years, and are tried and tested. Speculation, 

Wall Street opinion, and rhetoric should not form the basis of a utility’s 

rates. The Commission should not be beguiled by any argument that 

states otherwise. 

Q. 

A. 

Q. 

A. 

How does RUCO’s proposed revenue requirement compare with other 

parties’ recommendations in this docket? 

Only the Company, Commission Staff, Phelps Dodge, Arizonians for 

Electric Choice (AECC), and RUCO have set forth revenue requirement 

recommendations. Of those recommendations, RUCO is recommending 

the lowest rate increase. 

Please provide a numerical comparison of these parties’ 

recommendations. 

Staff and AECC are recommending different base costs of fuel than are 

the Company and RUCO. Because the cost of fuel will be whatever it 

turns out to be and fully recovered through the base cost plus the PSA 

adjustor, it is necessary to equalize the cost of fuel for all parties so there 

is an “apples to apples” comparison of the parties’ recommendations. 

Company Staff RUCO AECC 

Rev. Increase $449.6 M $203.9 $232.3 $290.6 

Add: Fuel Cost 0 64.1 0 67.0 

Total $449.6 M $268.0 $232.3 $357.6 
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U T E  BASE 

3alo Verde Steam Generator 

2. How does the Company respond to your recommended Palo Verde Steam 

Generator recommendations? 

The Company has accepted RUCO’s adjustment and accordingly has 

reduced both plant in service and accumulated depreciation by $36.7 

million to reflect the retirement of the old steam generators. 

4. 

Deferred Credit 

2. Please discuss the Company’s rebuttal response to RUCO’s 

recommendation regarding the rate base treatment of a deferred credit for 

long-term disability. 

The Company states that it agrees with this adjustment and agrees with 

the resultant net rate base reduction of $3.9 million. 

4. 

S u p p I e m e n t a I Executive Retirement PI an ( S E RP) 

3. Please discuss the Company’s rebuttal response to RUCO’s 

recommended disallowance of the cost of its Supplemental Executive 

Retirement Plan. 

The Company objects to RUCO’s recommendation and argues that the 

plan is needed to attract and retain good employees. APS further argues 

that RUCO has not objected to the reasonableness of the Company’s 

4. 
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overall employee compensation levels and concludes on that basis that 

disallowance of the SERP is not warranted. 

Q. 

A. 

Q. 

A. 

Please respond. 

The Company’s arguments mirror the same arguments utilities made back 

in the 1980’s for rate recovery of employee benefits and perks. While 

such arguments may have had some degree of merit at that time, they do 

not now. We live in a dynamic environment. Times have charged, costs 

have risen, and industry has changed the way it conducts business in 

response to current dynamics. Companies no longer provide 100% free 

health care to employees, but rather require employees to fund a portion 

of those costs. Many competitive companies have done away with defined 

pension plans for new hires. In a time of rising costs, particularly for the 

energy sector, non-regulated companies have had to modify the manner 

in which they do business in order to remain competitive. It should be no 

different for a regulated company. 

Has this Commission already validated your above arguments? 

Yes. I made the same arguments for disallowance of the SERP in the 

recent Southwest Gas rate case. The Commission agreed with RUCO 

and in its Decision No. 68487 found that the SERP “is not a reasonable 

expense that should be recovered in rates”. 
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Working Capital 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Please discuss the Company’s rebuttal response to RUCO’s working 

capital recommendations. 

Contrary to RUCO’s position that depreciation is a non-cash item that 

should not be included in a cash working capital calculation, the Company 

argues that depreciation should be included in cash working capital. 

What is the Company’s logic for this opinion? 

The Company appears to be arguing two points on this issue. First, it 

argues that current period depreciation expense has the affect of reducing 

rate base before cash is collected from customers. Second, APS argues 

that while it agrees that depreciation is a non-cash item at the time it is 

expensed, that there is a lag between when the Company records its 

depreciation expense and when it is recovered from ratepayers. 

Please respond to these arguments. 

Neither argument has merit. The logic behind each argument hinges on 

the erroneous assumption that a lead lag study and the resultant working 

capital requirement is intended to measure regulatory lag as opposed to 

measuring the period of time between when service is rendered and cash 

is received or dispersed. The rate of return that a utility earns on its rate 

base is where the Company is compensated for the time value of money, 

9 
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not in the working capital requirement. 

because that what it measures - cash dispersion vs. cash receipts. 

It is called cash working capital 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Has this Commission ever authorized the inclusion of depreciation 

expense or any other non-cash items in working capital? 

No. In fact this Commission has consistently ruled that non-cash items 

are not included in cash working capital requirements3. 

What other arguments has the Company set forth regarding your working 

capital recommendations? 

The Company argues that interest expense payment lags should not be 

considered in the cash working capital calculations. 

Why not? 

This is a good question. Interest expense is certainly a cash expense that 

ratepayers are required to fund and there is a lag between incurrence of 

interest expense and the cash payment of interest expense. Thus, 

inclusion of the lag associated with interest expense in the working capital 

calculation is no different than the inclusion of the payroll expense lag or 

the repair and maintenance expense lag. 

Examples of the Commission’s policy on non-cash items in working capital are: Tuscon Electric 
Power Decision No. 56659 and Paradise Valley Water Company Decision 59079. There are 
numerous other examples. 

10 
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62. Is there any reason why APS might be opposing the depreciation and 

interest expense position of both Staff and RUCO? 

Yes. These two items have a substantial impact on the resultant level of 

cash working capital allowed in rate base. If depreciation is allowed in the 

calculation and interest expense omitted from the calculation the resultant 

working capital requirement is approximately $75 million higher than it 

otherwise would be. 

A. 

OPERATING INCOME 

DSM - Net Lost Revenues 

Q. 

A. 

Q. 

A. 

Please discuss the Company’s rebuttal response to RUCO’s Net Lost 

Revenue adjust men t . 

The Company’s rebuttal argues that it should be allowed to recover its 

estimated net lost revenues from DSM because its proposal would not 

fund this adjustment with the settlement agreement’s $48 million spending 

requirement. The Company further argues that if the net lost revenues are 

not allowed it will not recover its revenue requirements. 

Please respond. 

The notion that the Company will be unable to recover its revenue 

requirement in the absence of a net lost revenue adjustment is illogical. 

The DSM program was authorized with the intent that it would reduce 

APS’ load growth. No party to the APS case has ever suggested that 

11 
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DSM alone would be able to reduce existing load; rather DSM is deployed 

as a tool to mitigate the level of load growth. Thus, the notion that APS 

has lost or will lose existing revenues to DSM is simply wrong. 

1. 

9. 

Doesn’t APS already have the opportunity to earn a performance incentive 

on its DSM efforts? 

Yes. The settlement agreement in Decision No. 67744 provides for a 

performance incentive that allows the Company to share in the net 

economic benefits from energy efficient DSM programs. RUCO supports 

the incentive as laid out in the settlement agreement. 

Decommissioning Expense 

2. 

4. 

Q. 

4. 

Please discuss the Company’s rebuttal comments regarding your 

decommissioning expense adjustment. 

APS testifies that RUCO’s recommended level of decommissioning 

expense does not include that portion of the expense that is related to 

post-shutdown spent nuclear fuel storage. 

Do you agree? 

No. RUCO’s adjustment differs from the Company’s because the amount 

of test year recorded decommissioning expense identified by the 

Company in its response to RUCO 2.9 (that RUCO relied on) exceeds the 

amount of test-year actual decommissioning expense included in the 

12 
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Company’s calculation (LLR-WP15, page 2). This adjustment remains as 

an issue since no costs have been omitted in my calculation, as 

represented by the Company. 

Out-of-Period Expense - Tax Consulting Fees 

9. 

A. 

How did APS respond to your recommended adjustment for out-of-period 

tax consulting fees? 

The Company agrees with this RUCO adjustment of $1.225 million and 

indicates that there is also a related adjustment necessary of an additional 

$1 -5 million. Accordingly, RUCO’s $1.225 million adjustment to decrease 

operating expenses should instead decrease operating expenses by $2.8 

million. 

Miscellaneous Expenses 

Q. Does the Company agree with your proposed miscellaneous expense 

adjustment? 

A. The Company agrees to $166,000 of my $566,000 recommended 

adjustment. The $1 66,000 is comprised primarily of sponsorships and 

donations. 

... 
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Q. 

A. 

What is the $400,000 amount that the Company does not agree with? 

The $400,000 is the annual amount APS spends to provide its employees 

with “free’’ lunches when they are required to work through their lunch 

hour. RUCO does not believe these types of discretionary expenses 

should be recovered from ratepayers. In most organizations it is 

understood that in crunch situations employees rise to the occasion and 

that the organization returns the favor when employees need personal 

time. This method is much more effective in building employee morale 

and loyalty and certainly is less costly than “free” meals. 

Unregulated Expenses 

Q. Please discuss the Company’s response to your unregulated expense 

adjustment. 

The Company agrees with RUCO’s $15.1 million adjustment to remove 

test year unregulated losses from marketing and trading activities. APS 

acknowledges that these activities did not relate to native load and as 

such should not be included in regulated rates. 

A. 

Lobbying Expense 

Q. Please discuss the Company’s rebuttal comments regarding your lobbying 

expense adjustment. 

The majority of the Company’s rebuttal comments are aimed at the Staffs 

lobbying adjustment as opposed to RUCO. The Staff disallowed 100% of 

A. 
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APS’ lobbying costs whereas RUCO’s adjustment disallows 50% of these 

costs. APS cites several examples of lobbying activities that have 

benefited customers through reductions in costs. The Company 

concludes that because of these benefits that some of its lobbying costs 

should be recovered from ratepayers. 

Q. 

A. 

Does that mean the Company has accepted RUCO’s 50/50 sharing of 

these costs? 

Not explicitly. However, APS’ arguments merely justify ratepayer recovery 

of a portion of its lobbying costs. At the time RUCO examined the 

lobbying expenses it was aware that a portion of these expenses 

benefited ratepayers, hence RUCO’s position to share these costs 50/50. 

The Company’s rebuttal comments point to the same conclusion, albeit 

not explicitly stated. RUCO believes its sharing recommendation for 

lobbying expenses should be adopted. 

Amortization Expense 

Q. Does the Company agree with RUCO’s recommended amortization 

expense adjustment? 

No. The Company argues that a $10 million increase in amortization 

expense is warranted because that amount is based on a calculation that 

multiplies the amortization rates authorized in Decision 67744 by APS’ 

test-year-end intangible plant assets. 

A. 
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Q. 

A. 

Q. 

A. 

Were you able to verify the Company’s purported amortization 

calculations? 

No. Despite being asked specifically in RUCO data request 11.4, the 

Company has never provided the calculations that generate its requested 

level of amortization expense. Further, as discussed in my direct 

testimony the intangible asset accounts were not included in the 

Company’s depreciation study, yet the Company is requesting changes in 

some of the amortization rates. Despite RUCO’s efforts, the Company 

has yet to substantiate its proposed amortization expense. RUCO cannot 

support a $1 0 million increase in expenses without substantiation. 

The Company characterizes your methodology of calculating proforma 

amortization expense as a “high level general estimating process”. Please 

respond. 

As just discussed, RUCO requested detailed workpapers showing the 

Company’s methodology for quantifying its requested 35% increase in 

amortization expense. APS did not provide the data. Thus, a high level 

analysis was the only analysis possible. The fact is that RUCO’s “high 

level” analysis affords the Company a 12% increase in amortization 

expense when the Company has yet to substantiate any increase. 

16 
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U T E  DESIGN 

3. Please discuss the Company’s rebuttal comments regarding RUCO’s 

proposed rate design. 

The Company provides no rebuttal comments of substance regarding 

RUCO’s proposed rate design, which distributes RUCO’s recommended 

revenue requirement evenly across customer classes and rate schedules. 

The Company does rebut some of the special issues addressed by RUCO 

such as hook-up fees and the PSA. These issues are addressed 

separately below. 

4. 

OTHER ISSUES 

Power Supply Adjustor 

Q. Please compare the Company’s rebuttal position regarding the PSA to 

RUCO’s recommendations. 

In direct testimony the Company proposed the following modifications to 

the existing PSA: 

1) 

2) 

A. 

Elimination of the total fuel cost cap; 

Changing of the cumulative four mil cap on the PSA annual 

adjustor to an annual cap; 

Exclusion of renewable resources and fixed costs of PPAs 

acquired through the competitive bidding process from the 

90/10 sharing; 

3) 

17 
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4) Exclusion of 10% of the gains and losses realized on 

hedging from both the base fuel amount and in subsequent 

PSA operations. 

RUCO supported the first three of these modifications and rejected the 

fourth. In its rebuttal testimony APS withdrew its request for the fourth 

modification regarding sharing of hedging gains and losses. Thus, APS 

and RUCO are no longer in dispute regarding the proposed PSA 

modifications. 

Q. 

A. 

Q. 

A. 

Are there any other outstanding PSA issues between RUCO and APS? 

Yes. Two new issues have arisen as a result of the Company’s rebuttal 

testimony. 

Please discuss the first of these two issues. 

The first new issue arises as a result of an alternative PSA proposal set 

forth for the first time in the Company’s rebuttal testimony. The Company 

testifies that is does not agree with the Staff-proposed base cost of fuel 

but indicates that were the Commission to accept the Staffs base cost 

recommendation that it should also accept the Staffs PSA proposal4. 

RUCO likewise does not agree with the Staffs base cost 

recommendation, however, RUCO is even more strongly opposed to the 

The Company further qualifies its acceptance of an alternative method to it having accurately 
understood the Staff position. RUCO also shares the Company’s concerns regarding the 
ambiguity in the Staff position. RUCO, thus, also qualifies its position on this issue to having 
correctly understood the Staff position. 

18 
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Staff PSA proposal (which the Company recommends if the Staff base 

cost is accepted). 

3. 

4. 

Q. 

A. 

Does the Company support the Staff-proposed PSA, if APS’ proposed base 

cost of fuel is approved? 

No. The Company only would accept the Staff-proposed PSA if the Staff 

base cost were accepted. Even in that event, the Company indicates its 

proposal (as well as RUCO’s) is preferable. The Company describes the 

Staff proposal as “a dramatic change to both the determination of the base 

fuel costs and the current form of Annual PSA Adjustor.” 

Why does RUCO so strongly oppose the Staff PSA recommendations? 

The Staff proposal would set the effective PSA adjustor and surcharge 

based on forecasted fuel and purchased power costs as opposed to actual 

costs. Ratemaking standards have always required that costs must be 

known and measurable before receiving rate recovery, and the current 

PSA Adjustor establishes the adjustor and surcharges based on actual 

costs. The PSA is a true-up mechanism that affords the Company and its 

customers the ability to recover any deviation in actual fuel and purchased 

power cost from the cost included in base rates. PSAs are not intended to 

act as mechanisms that attempt to second guess or speculate on future 

costs. RUCO recommends that the Commission reject the Staff PSA 

19 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

I 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Surrebuttal Testimony of Marylee Diaz Cortez 
Docket No. E-01 345A-05-0816 et al. 

proposal regardless of its decision on the base cost of fuel and purchased 

power. 

Q. 

A. 

Q. 

A. 

Please discuss the second outstanding PSA issue between RUCO and 

the Company. 

In its rebuttal testimony the Company poses the question to RUCO 

whether it opposes the APS proposal to delete the mandatory surcharge 

filing required under the existing PSA when the balancing account reaches 

$1 00 million. 

How do you respond? 

The existing PSA allows fo one 

20 

urcharge application p year, thus, 

under the existing PSA the mandatory provision is moot because it cannot 

result in any action by the Commission to respond to the high PSA 

balance. To the extent that the one surcharge filing per year feature of the 

PSA is retained in the instant case, RUCO would not oppose the deletion 

of the mandatory filing requirement. 
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iook-up Fees 

2. 

4. 

a. 

4. 

a. 
4. 

How has APS responded to your recommendation that potential 

implementation of hook-up fees should be further explored in a 

stakeholder workshop? 

The Company supports RUCO’s recommendation for a workshop to 

explore this issue. 

Has the Company identified some of the issues that would need to be 

addressed in such workshops? 

Yes. Some of the issues identified by the Company are: tax implications, 

growth and housing industry implications, short and long term rate impacts 

of hook-up fees, magnitude of fee, and infrastructure to be funded by the 

fees. RUCO agrees that all of these issues will need to be thoroughly 

explored prior to any action on hook-up fees. 

What is Staff’s position on hook-up fees? 

Staff also supports RUCO’s recommendation and recommends that a 

generic docket be set up for all affected parties to explore the issues. 

Staff also has identified a number of issues that will need to be explored5. 

RUCO agrees that the issues identified by both the Company and Staff 

should be examined in the context of a stakeholder workshop. 

’ Direct Testimony of Erinn Andreason, pages 28 and 29. 
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ENVIRONMENTAL IMPROVEMENT CHARGE 

Q. 

A. 

Q. 

A. 

How does the Company respond to RUCO and the Staffs 

recommendation to deny its proposed Environmental Improvement 

Charge (EIC)? 

The Company continues to argue that ratepayers should prepay APS for 

environmental improvement projects because such projects are “good 

public policy”. The Company goes on further to cite recent and impending 

Federal environmental mandates and acts that require or will require APS’ 

compliance. The Company pleads that no revenue is generated from 

environmental projects and that such projects will require substantial 

funding. These general arguments form the support for the Company’s 

proposed EIC. 

Do these arguments have merit? 

No. These arguments hinge on the merit of the following assumptions: 

1) That APS has “earned” extraordinary ratemaking treatment 

because it is implementing “good public policy” through 

environmental improvements; and 

2) That ratepayers have an obligation to fund utility 

infrastructure that does not generate incremental revenue for 

APS. 

Assumption 1 has no merit because compliance with environmental 

standards is mandatory and an integral part of APS’ obligation to serve. In 

22 
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complying with industry law and standards APS is not making some 

magnanimous gesture that should be rewarded with extraordinary rate 

treatment at customer expense. Assumption 2 has even less merit. APS 

is required to provide safe and reliable service regardless of whether the 

necessary investment will immediately generate additional revenues. 

2. 

4. 

3. 

A. 

Do the Company’s rebuttal arguments in any way sway RUCO’s position 

on the EIC as set forth in its direct testimony? 

No. The Company has presented no new arguments or evidence that 

convince RUCO that ratepayers should be required to prepay for utility 

plant investment simply because such investment is in the public interest 

and requires substantial funding. Standard ratemaking practice provides 

for recovery of utility investment once such assets are in-service and used 

and useful. 

In its rebuttal testimony does the Company agree with RUCO’s statement 

that “Even in the case of the U.S. Environmental Protection Agency (EPA) 

arsenic mandate, the Commission has continued to require that the plant 

actually be in service prior to allowing the arsenic surcharge to be 

collected .”? 

No. The Company disagrees with RUCO’s statement and in support of 

that disagreement cites Decision No. 671 63 where an arsenic surcharge 
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was authorized for Mountain Glen Water Service Company prior to the 

construction of the plant. 

2. 

4. 

Please respond. 

Mountain Glen is a Class D water company and as such is subject to 

different processes than are Class A, B and C utilities. The rate case 

minimum filing requirements for the Class D and E companies are 

abbreviated. A hearing is not necessarily required, nor are revenue 

requirements necessarily determined based on rate of return. My 

testimony refers only to peer utilities of APS (Le. Class A and B). 

Demand Side Management 

2. 

A. 

Has APS responded to RUCO’s concern that there needs to be a 

definitive decision in this case regarding DSM programs and funding since 

the three year period covered under Decision No. 67744 will soon expire? 

No. APS merely states: 

It is our expectation that the programs will continue at the same 
funding level and with the same design until APS submits proposals 
to modify program design and/or budget requirements and such 
modifications are approved by the Arizona Corporation Commission 
(Commission). The programs are essentially “evergreen” in the 
absence of proposed modifications or Commission intervention. 
The nature of our funding mechanism, comprised of 2 elements - 
one element is in base rates ($10M) and the other element flows 
through the DSM Adjustor - allows for DSM programming to 
continue and grow as cost-effective program opportunities emerge. 
[Rebuttal Testimony of Teresa A. Orlick at page 31 
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61. 

4. 

9. 

4. 

61. 

4. 

Should the parties and Commission rely on an “expectation” of what might 

happen to DSM once the provisions of Decision No. 67744 expire? 

No. Contrary to APS’ “expectations” there is no provision for what 

happens after the DSM provisions of Decision No. 67744 expire. RUCO is 

unwilling to rely on mere expectations and believes it is imperative that the 

Commission address in the affirmative APS’ DSM requirement after the 

terms of Decision No. 67744 expire. 

Aside from your aversion to relying on APS’ expectations as set forth in 

Ms. Orlicks testimony, do you agree with her vision of DSM after the 

expiration of Decision No. 67744? 

Yes. RUCO agrees that the Commission should authorize continuance of 

the DSM provisions of Decision No. 67744 until the Company’s next rate 

case, with one exception. RUCO recommends that the DSM adjustor 

mandatory spending rate should be increased from $6 million to $10 

million. 

Does the Company agree with this recommendation? 

Not entirely. APS observes that the current DSM adjustor is “flexible” and 

as it stands allows the Company to expend amounts in excess of $6 

million. The Company therefore concludes that RUCO’s proposal is “not 

needed”. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Do you agree RUCO’s proposal is “not needed”? 

No. The Company has missed the point of RUCO’s proposal, which is 

that APS be required to expend additional funds on DSM. The fact that 

the current adjustor allows additional funding does not ensure additional 

funding. DSM is an important resource which to-date has been under 

utilized by Arizona utilities. Increasing mandatory funding of DSM at this 

juncture is warranted. 

What was the Company’s rebuttal response to RUCO’s position regarding 

APS’ request for authority to accrue interest on its DSM deferrals? 

The Company agrees with RUCO that interest was not explicitly discussed 

as part of the DSM settlement terms. However, the Company states that it 

believes that the omission of an interest component was merely an 

“oversight” and such interest earnings are now warranted because the 

DSM funds that flow through the adjustor are expended by the Company 

prior to be recovered through the adjustor. 

Please respond. 

First, RUCO does not agree with the APS opinion that the omission of an 

interest component was an “oversight”. The parties realized during 

negotiations that collections from the $1 0 million amount would probably 

exceed expenditures during the initial ramp up of the DSM programs. 

Thus, the only interest that would be relevant at that time would be interest 
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on customer prepayments for DSM. For this reason no provision was 

made in the settlement agreement for interest. Were this not the case in 

the early years of the DSM ramp up, an interest component could 

possibility have been considered appropriate to recognize the time value 

of the deferrals. However, when the actual status of APS’ DSM funding is 

considered, the Company’s arguments come up short. Since April 2005, 

when the rates set in Decision No. 67744 became effective, APS has 

expended $0.00 in the deferral DSM adjustor account. Thus, to-date even 

if authorized no interest would have accrued. The Company has yet to 

expend the annual base rate DSM funding of $10 million. As a result 

APS continues to hold unexpended ratepayer DSM monies for which it 

pays ratepayers no interest. This situation is expected to continue for 

some time yet as implementation of programs has not ramped up as 

quickly as most of the parties anticipated. 

Q. 

A. 

Do these circumstances warrant the accrual of interest? 

No. Under a different set of circumstances the Company’s interest 

proposal may have some merit. However, until such time as the Company 

actually begins to meet its DSM mandatory spending levels is neither 

warranted nor applicable. RUCO believes this issue could potentially 

merit a revisit in APS’ next rate case. 

27 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Surrebuttal Testimony of Marylee Diaz Cortez 
locket No. E-01 345A-05-0816 et al. 

3emand Response Programs 

1. 

9. 

3. 

9. 

How has APS responded to RUCO’s recommendation that Demand 

Response programs should be further explored in by a task force? 

The Company first states that it is interested in pursuing Demand 

Response initiatives. Second, APS says that although it does not oppose 

a task force, it feels that more can be accomplished if the Company 

undertakes a preliminary study to determine what potential Demand 

Response programs would be beneficial to APS and then use that study 

as the starting point for the task force. 

Please comment. 

RUCO supports APS’ proposal to und rta k a preliminary study of 

Demand Response programs that would serve as a basis for the task 

force’s work. APS’ proposal makes sense from an efficiency standpoint 

and more importantly would jump-start the work of a Demand Response 

specific task force. 

Environmental Portfolio Standard 

Q. What is the Company’s rebuttal position regarding the Environmental 

Portfolio Standard (EPS)? 

While the Company originally recommended no change in the EPS tariff in 

its direct testimony, it has modified that recommendation in its rebuttal 

testimony. The Company’s rebuttal now requests a modification in the 

A. 
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EPS tariff to fund an additional $4.25 million for the Uniform Credit 

Purchase Program. 

2. 

4. 

3. 

9. 

Do you agree with the Company’s recommended modification of the EPS? 

Yes. Commission Decision No. 68668 required this additional EPS 

funding for the Uniform Credit Purchase Program. Thus, it is appropriate 

to modify the EPS tariff to allow recovery of the additional $4.25 million in 

required spending. 

If the Commission were to later order additional EPS spending, will APS 

be able to recover such increases once this rate case is closed? 

Yes. In Decision No. 67744 the Commission modified the EPS tariff to 

allow adjustment outside of a rate case in response to any additional 

requirements imposed by the Commission. 

APS PROPOSALS TO INCREASE FINANCIAL STRENGTH 

Q. 

A. 

Has APS set forth any new ratemaking proposals in its rebuttal testimony? 

Yes. In response to Chairman Hatch-Miller’s request, the Company has 

set forth five additional ratemaking proposals that it claims would increase 

its financial strength. 
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Q. 

A. 

Q. 

A. 

Has the Company included these new proposals as part of its rate request 

in the current docket? 

No, not exactly. APS’ requested rate increase does not include funding 

associated with these five proposals, however the Company requests that 

the Commission “consider these concepts at this time”. 

Since the Company is not at this time actually requesting these five new 

proposals why is RUCO addressing these new proposals at this time? 

APS has portrayed these proposals in a very positive and fair light, 

however, some of the new proposals set forth in the Company’s rebuttal 

testimony if implemented will result in biased rates that are discriminatory 

to ratepayers Given that APS wants the Commission to “consider these 

concepts at this time” RUCO believes the Commission should have the 

opportunity to consider these proposals from other parties’ vantage points. 

Post-Test Year Plant in Service 

Q. Please discuss APS’ post-test year plant in service proposal to boost 

earnings. 

One of the Company’s proposals to boost earnings is to include all plant 

additions made through the end of 2006 (post-test year) in rate base for 

both a return and depreciation expense recovery. 

A. 
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2. 

4. Certainly. However, it would result in biased rates. Recognition of one 

ratemaking element (in this case plant) on a post-test year basis and non- 

recognition of all other ratemaking elements on a post-test year basis 

creates mismatches that result in biased rates. For example, new post- 

test year plant additions can result in operation and maintenance savings, 

which under the Company’s proposal would not be reflected matched with 

the post-test year plant. Further, test year plant would continue to accrue 

additional years of accumulated depreciation, which would not be correctly 

reflected as a rate base reduction under the Company’s proposal. The 

mismatches inherent in APS’ post-test year plant proposal are myriad. 

The Company’s proposal is inherently biased as it would mitigate the 

regulatory lag that is detrimental to the Company yet leave in place the 

regulatory lag that is detrimental to the ratepayer. 

Would this proposal boost earnings? 

Attrition Adjustment 

Q. 

A. 

Please discuss APS’ attrition adjustment proposal to boost earnings. 

The Company proposes an attrition adjustment that would provide an 

ROE adjustment in this rate case for the Company’s estimated future 

losses of return on investment due to such forces as regulatory lag, 

growth, volatility in fuel prices, and high construction costs. The Company 

suggests that an attrition adjustment of 1.7% would be appropriate in 

2007. 
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2. 

4. 

What is the downside to this proposal? 

The downside to this proposal is that it also will result in biased rates. An 

increase in rates for a presumed level of attrition that looks to only some 

elements of the ratemaking formula inherently assumes that all regulatory 

lag is disadvantageous to the Company. Likewise, because the proposed 

attrition adjustment is based on estimates of future events it shares the 

same inadequacies inherent in financial forecasts, as discussed earlier in 

my testimony. Further, it violates the requirement for a finding of fair value 

and fair value rate of return in order to raise rates. 

Allowance for Accelerated Depreciation 

3. 

4. 

3. 

A. 

Please discuss APS’ Allowance for Accelerated Depreciation proposal to 

boost earnings. 

This proposal, it appears, would allow the Company annually to 

automatically increase its rates to include additional depreciation expense 

related to plant additions. The Company argues that its large level of 

annual investment coupled with regulatory lag would justify the automatic 

depreciation expense adjustor. 

Do you agree? 

No. Again, there is no symmetry in the Company’s proposal. The 

proposal would automatically increase rates for depreciation on new 

assets, yet would not decrease rates for asset retirements. It also would 
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not decrease rates for the decline in rate base that takes place when 

another year of depreciation on existing plant is recovered. Neither would 

the adjustor look at deferred income tax impacts, changes in debt or 

equity costs, etc. 

The proposal is slanted entirely in favor of APS, at ratepayer cost. 

CWlP in Rate Base 

Q. 

A. 

Q. 

A. 

Please discussed the Company’s CWlP in rate base proposal to boost 

earnings. 

This proposal would allow the Company to increase rate base by allowing 

it to include its construction work in progress balance in rates. 

Is this the accepted ratemaking treatment for CWIP? 

No. Utility regulation has routinely excluded CWIP from rate base 

because it does not meet the used and useful ratemaking standard, which 

requires that assets actually be in service and providing a benefit to 

ratepayers before their inclusion in rates. Utility accounting already allows 

the accrual of interest, in the form of AFUDC, on the CWIP balances. 

These interest accruals are ultimately recovered over the life of the asset 

once it enters service through depreciation expense. Thus, rate base 

treatment of CWIP does not change a utility’s level of earnings, merely the 

timing of earnings recovery. 
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Q. 

A. 

Q. 

A. 

Are you aware of any instances where utility commissions have made an 

exception to standard ratemaking treatment and included CWlP in rate 

base? 

Yes, but only as result of extraordinary circumstances. During the 1970’s 

and 1980’s many utility commissions made an exception and allowed 

CWIP in .rate base. In most cases the exception was made due to the 

drain on cash flow caused by construction of nuclear plants. Due to the 

large outlays of cash required to build a nuclear plant coupled with the 

very long lead time before such plants enter service, many utilities 

became unable to service their debt due to lack of cash flows. The 

inclusion of CWlP was considered an emergency measure as well as a 

temporary measure. It historically has not been a routine ratemaking 

mechanism, as APS seems to be suggesting here. 

Has there ever been a situation in Arizona where such CWlP treatment 

was warranted? 

Yes, CWlP rate base treatment was warranted at certain stages of the 

Palo Verde Nuclear Generating Station construction. Were APS again to 

turn to nuclear to meet its growing generation needs, there may become a 

time when such treatment is again warranted.6 However, the Company’s 

This is debatable since APS probably will never again build three nuclear plants at once, as well 
as the fact that APS is a much larger company than it was in 1980 with current assets, 
customers, and revenue far in excess of 1980 levels. 
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current situation provides no basis for such an extraordinary departure 

from ratemaking treatment. 

a. 
A. 

Does this conclude your surrebuttal testimony? 

Yes. 
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NOTICE OF INTENTION TO PROVIDE SUPPLEMENTAL TESTIMONY 

RUCO provides notice that it will provide supplemental testimony through its 

witness, Marylee Diaz Cortez, when she takes the stand on November 20, 2006. Her 

supplemental testimony will address the following issues: 
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1 ) Commissioner Mundell’s letter regarding stand-alone vs. consolidated 

income taxes. Ms. Diaz Cortez will provide testimony regarding her 

regulatory experience in other states that utilize consolidated income tax 

models, a discussion of the pros and cons of the two methodologies, and an 

opinion as to the methodology that is most compatible with Arizona’s 

ratemaking constructs. 

2) Commissioner Gleason’s request for the parties to examine a 12-month and 

24-month rolling average PSA adjustor. Ms. Diaz Cortez will provide 

testimony regarding the pros and cons of such a mechanism, its probable 

effect on cash flow and financial stability, and RUCO’s recommendations 

regarding such a mechanism. 

3) Commissioner Mayes’ request regarding Rate Stablization funds and a 

comparison of the TEP ECAG to the Staff proposed PSA. 

4) Commissioner Gleason’s requests regarding a historical attrition adjustor and 

an annual CWlP adjustor. 

Additionally, attached to this notice are RUCO’s revised Schedules MDC-1, MDC- 

13, MDC-14, and a revised response to Commissioner Mayes’ October 2, 2006 letter. 

Revised Schedule MDC-1 reflects a decrease in RUCO’s recommended rate increase of 

$232 million to $212 million. The $20 million decrease is attributable primarily to RUCO’s 

revised fuel cost (which removes 10% of the hedge value) as presented in RUCO’s 

surrebuttal. Minor revisions are also reflected related to depreciation expense, interest on 

customer deposits, and decommissioning costs. Revised Schedules MDC-13, MDC-14, 

-2- 



1 

2 

3 

4 

5 

6 

7 

8 

s 

I C  

I 1  

12 

13 

14 

15 

I€ 

li 

I t  

I! 

2( 

2 

2: 

2 

21 

and the response to Commissioner Mayes letter show RUCO's recommended rate design 

based on the revised revenue requirement. Ms. Diaz Cortez will further explain these 

revisions when she testifies on November 20,2006. 
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RESIDENTIAL UTILITY CONSUMER OFFICE 

11 10 WEST WASHINGTON STREET SUITE 220 PHOENIX, ARIZONA 85007 (602) 364-4835 FAX: (602) 364-4846 

Janet Napoliino 
Governor 

Stephen Aheam 
Director 

October 6, 2006 

Commissioner Kristin K. Mayes 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007-2996 

Re: Cost of Recent Palo Verde Unit 1 Unplanned Outage; Establishment of a 
Rate Stabilization Fund; Calculation of Rate Impact of the Parties’ Rate 
Recommendations on Customer Bills; APS General Rate Case; Dockets 
NO. E 4 1  345A-05-0816, E 4 1  345A-05-0826, E-01 345A-054827. 

Dear Commissioner Mayes: 

Pursuant to your letter of October 2, 2006, paragraph entitled “Calculation of 
Rate Impact on Customers’ Bills from the Parties’ Rate Recommendations”, RUCO 
provides the attached schedule. 

RUCOs schedule on lines 1 through 5 displays the impact on Residential E-I2 
bills with 800 k w h s  of consumption of each authorized rate increase or PSA increase 
since 2005. Dispiayed on line 6 is the impact of RUCO’s proposed rate increase in this 
docket. We have provided this information for both summer and winter APS rates, 
since the rates differ. Please note that the bill impacts do not reflect “average” bill 
impacts since the 800 k w h  analysis requested is not the average E-12 consumption. 
Average impacts would require 1425 kwhs for summer rates, and 899 kWhs for winter 
rates. 

If RUCO can be of further assistance, let us know. 



Commissioner Kristin K. Mayes 
October 6,2006 
Page 2 

Sincerely, 

c&hJ 
Scott S. Wakefield 
Chief Counsel 

Attachment 

cc: Chairman Jeff Hatch-Miller 
Commissioner William A. Mundell 
Commissioner Mike Gleason 
Commissioner Barry Wong 
Brian McNeil 
Ernest Johnson 
Heather Murphy 
Docket 
Parties of Record (via email) 
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Hearing to Determine the Fair Value of the Utility Property of the Company 
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Rate of Return Thereon, to Approve Rate Schedules Designed to Develop 
Such Return, and to Amend Decision No. 67744 
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David A. Schlissel 

On behalf of 
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Docket No. E-01345A-05-0816 Direct Testimony of David A. Schlissel 
Public Version 

Protected Information Redacted 

1 Q. Mr. Schlissel, please state your name, position and business address. 

2 A. 

3 

My name is David A. Schlissel. I am a Senior Consultant at Synapse Energy 

Economics, Inc, 22 Pearl Street, Cambridge, MA 02139. 

4 Q. On whose behalf are you testifying in this case? 

5 A. I am testifying on behalf of the Residential Utility Consumer Office (“RUCO”). 

6 Q. Please describe Synapse Energy Economics. 

7 A. 

8 

9 

10 

11 nuclear power. 

Synapse Energy Economics (“Synapse”) is a research and consulting firm 

specializing in energy and environmental issues, including electric generation, 

transmission and distribution system reliability, market power, electricity market 

prices, stranded costs, efficiency, renewable energy, environmental quality, and 

12 Q. Please summarize your educational background and recent work experience. 

13 A. 

14 

15 

16 

17 

I graduated from the Massachusetts Institute of Technology in 1968 with a 

Bachelor of Science Degree in Engineering. In 1969, I received a Master of 

Science Degree in Engineering from Stanford University. In 1973, I received a 

Law Degree from Stanford University. In addition, I studied nuclear engineering 

at the Massachusetts Institute of Technology during the years 1983-1986. 

18 

19 

20 

21 

22 

23 

24 

25 

Since 1983 I have been retained by governmental bodies, publicly-owned utilities, 

and private organizations in 24 states to prepare expert testimony and analyses on 

engineering and economic issues related to electric utilities. My clients have 

included the Staff of the California Public Utilities Commission, the Staff of the 

Arizona Corporation Commission, the Staff of the Kansas State Corporation 

Commission, the Arkansas Public Service Commission, municipal utility systems 

in Massachusetts, New York, Texas, and North Carolina, and the Attorney 

General of the Commonwealth of Massachusetts. 

26 

27 

I have testified before state regulatory commissions in Arizona, New Jersey, 

Connecticut, Kansas, Texas, New Mexico, New York, Vermont, North Carolina, 
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South Carolina, Maine, Illinois, Indiana, Ohio, Massachusetts, Missouri, and 

Wisconsin and before an Atomic Safety & Licensing Board of the U.S. Nuclear 

Regulatory Commission. 

A copy of my current resume is attached as Exhibit DAS-1. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Mr. Schlissel, have you previously testified before the Arizona Corporation 

Commission? 

Yes. I have testified in Dockets Nos. U-1345-85, U-1345-90-007, and E-O1345A- 

01-0822. I also filed testimony in Dockets Nos. U-1551-93-272 and E-O1345A- 

03-0437 but those cases were settled before hearings were held. 

What is the purpose of your testimony? 

Synapse was retained by RUCO to investigate the following issues: 

0 Whether APS’ acquisition of the Sundance Generating Station was 
prudent. 

Whether the amounts that APS is requesting for Operating & Maintenance 
expenditures (“O&M’) for the PWEC Units and the Sundance Plant are 
reasonable. 

a 

a The generation and associated costs included in APS’ base rate 
application. 

My testimony will address the first two of these issues. The testimony of my 

colleague from Synapse, Richard Hornby, will address the remaining issue. 

Please explain how you have conducted your investigations and analyses of 

the prudence of APS’ acquisition of the Sundance Plant and the 

reasonableness of the requested O&M for the PWEC and Sundance units. 

I reviewed the Company’s Application, supporting testimony and exhibits and 

workpapers. I also reviewed APS’ responses to the discovery submitted by RUCO 

and the other active parties in this docket. In addition, I reviewed the testimony 

filed in ACC Dockets Nos. E-01345A-04-0407 and L-OOOOOW-00-0107 and the 

Commission’s Order in those Dockets. 
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Please summarize your findings. 

I have found that: 

1. 

2. 

APS’ acquisition of the Sundance Plant was reasonable and prudent. 

The Company’s requested PWEC Unit O&M is unreasonably high and 

should be reduced by at least $5,767,852. 

The Company’s requested Sundance Plant O&M also is unreasonably high 

and should be reduced by [Redacted]. 

3. 

Please explain the basis for your conclusion that APS’ acquisition of the 

Sundance Plant was reasonable and prudent. 

My conclusion that APS’ acquisition of the Sundance Plant was reasonable and 

prudent is based on the following findings: 

1. 

2. 

APS shows a need for additional capacity. 

The acquisition of the CT capacity at Sundance, along with the 

Company’s existing nuclear, coal and combined cycle capacity, gives APS 

flexibility in meeting peak demands. 

The process that APS used to select the Sundance Plant appears to have 

been thorough and reasonable. 

The price of the Sundance Plant is reasonable compared to the other 

available alternatives. 

Economic analyses suggest that the acquisition of the Sundance Plant will 

produce net economic benefits compared to the other available 

alternatives. 

3. 

4. 

5. 

Have you identified any flaws in the Company’s pro forma adjustment of 

PWEC Unit O&M? 

Yes. There appear to be several flaws that lead APS to overinflate the amount of 

required PWEC Unit O&M: 
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1. APS began with what are designated as the actual PWEC 2004 O&M 

expenditures instead of the Units’ O&M expenditures for the October 

2004-September 2005 test year. 

APS makes a pro forma adjustment for variable O&M that began with the 

PWEC Units’ actual 2004 generation and reflected projected generation 

levels from APS’ 2005 Long Range Forecast that are substantially 

[Redacted] than the more recent 2006 rate case generation forecasts. 

2. 

Have you adjusted to correct for these flaws? 

Yes. My adjustments are shown in Exhibit DAS-2. These adjustments reduce the 

level of required PWEC Unit O&M by at least $5,767,852. 

Do there appear to be any inconsistencies between the amounts of 2004 

PWEC Unit O&M used in the Company’s pro forma adjustment and the 

levels reported in APS’ data responses? 

Yes. APS’ workpapers reflect total PWEC 2004 routine O&M (plants only) of 

$22,39 1,000.’ This figure includes APS-PWEC Affiliate Charges for auxiliary 

power and common facilities. Data Request UTI-3-172 asked APS to provide 

comparable actual data by the categories shown on Workpaper LLR-WP13, page 

8 of 11 G by PWEC Unit by year for all years that each unit has been in service. 

As I was preparing this testimony, I realized that the 2004 calendar year figures 

provided in response to Data Request UTI-3-172 show a routine O&M total for 

the PWEC Units of $21,049,18 1, or approximately $1.3 million less than the 

comparable figure used in the derivation of the required PWEC Unit 0 8 ~ M . ~  I 

hope that APS can explain this apparent inconsistency in its rebuttal testimony. 

1 A P S  Workpaper LLR-WP13, page 8 of 11 G. 

Bates Page Number APS 10143. 2 
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Q. Was APS requested to provide the test year actual PWEC Unit O&M 

expenses in the same categories in which historical expenses had been used in 

Workpaper LLR-WP 13, page 8 of 11 G and that had been provided in 

response to Data Request UTI-3-172? 

A. Yes. Data Request UTI- 1 1-329 asked APS to provide the test year PWEC O&M 

expenses in the identical categories incurred by PWEC and APS that had been 

presented in the Company’s response to UTI-3-172. 

Q. How did the test year PWEC Unit O&M compare to the 2004 O&M expenses 

used in Workpaper LLR-WP13, page 8 of 11 G that were used by APS to 

derive the required levels of PWEC Unit O&M? 

A. The test year PWEC Unit routine O&M expenses provided in response to UTI-1 1 - 
329 (including APS-PWEC affiliate charges for auxiliary power and common 

facilities) were $2 1,332,111, or approximately $1 million lower than the 

$22,391,000 figure used by APS to calculate the required level of O&M in this 

proceec~~ng.~ 

Q. APS’ methodology for determining the level of required PWEC O&M in this 

proceeding involved subtracting out the APS-PWEC affiliate charges for 

auxiliary power and common facilities. Were you able to do so for the test 

year O&M provided by the Company in response to Data Request UTI-11- 

329? 

A. No. Even though APS’ response to UTI-3-172 shows that such common facilities 

charges were incurred in 2004 and while PWEC owned the plants during the 

months of January-July 2005, they were not separately identified in APS’ 

response to UTI-1 1-329. Therefore, I did not subtract out those common facilities 

charges when I made the adjustments presented in my Exhibit DAS-2. 

Bates Page Number APSO9 162. 3 
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Q. What would be the effect of eliminating these common facilities charges in 

your calculations shown in Exhibit DAS-2? 

A. Subtracting the common facilities charges would reduce the level of required test 

year PWEC Unit O&M. 

Q. Is it possible that APS already has eliminated the common facilities charges 

from the figures provided in response to UTI-11-329? 

A. Yes. That is why I did not make any adjustment in Exhibit DAS-2. I hope that 

APS can address this issue in its rebuttal testimony. Then I will be make to make 

any needed revisions to the calculations shown in Exhibit DAS-2 as part of my 

surrebuttal testimony. 

Q. Why does APS make a pro forma adjustment to variable O&M costs? 

A. APS makes the adjustment to reflect the projection that future PWEC Unit 

generation levels will be higher than the units produced in 2004. 

Q. How did APS make this pro forma adjustment? 

A. APS’ pro forma adjustment to the PWEC Unit variable O&M was provided in the 

Company’s response to Data Request UTI-3- 172.4 

APS calculated the adjustment by determining the difference between the actual 

generation at each of the PWEC Units during 2004 and the average projected 

generation at each unit during the years 2006-201 1. APS then multiplied this 

difference by a $/MWH variable O&M cost that was specific to each of the 

PWEC Units. 

.Q. Do you agree with this pro forma adjustment? 

A. No. The specific variable O&M adjustment that APS made was unreasonable in 

two ways: First, APS based the adjustment on the average generation projected 

At Bates Page Number APS1-143, page 2 of 6. 4 
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for each PWEC Unit for the years 2006-201 1. Second, APS based its pro forma 

variable O&M adjustment on the future generation projections that were included 

in its 2005 Long Range Forecast. Together, these flaws led APS to overstate the 

necessary pro forma adjustment. 

Why do you believe that it was a flaw for APS to base its variable O&M 

adjustment on the average projected generation of each of the PWEC Units 

during the years 2006-2011? 

Pro forma adjustments from test year plant performance should be based on very 

specific known and measurable information. I do not believe that speculative 

forecasts of generating unit performance five or six years in the future should 

form the basis for such adjustments in the context of the APS rate case. Instead, 

more near-term generation forecasts from the years 2006-2008 should be used. 

Why don’t you just recommend that the projected generation for each 

PWEC Unit for the year 2006 be used? 

The Company’s 2006 Rate Case generation projections forecast that the 

generation of each of the PWEC Units will be [Redacted] in 2007 and 2008 than 

in 2006. Therefore, on its own, 2006 would not be a reasonable representative 

year on which to base the variable O&M adjustment. 

Why do you believe it was a flaw for APS to use the projected levels of 

generation from its 2005 Long Range Forecast in the development of its 

variable O&M pro forma adjustment? 

As shown in Tables 1 through 4 below, the Company’s more recent 2006 Rate 

Case projections for generation at the Redhawk, West Phoenix CC 4 and CC 5 

PWEC units are [Redacted] 

Long Range Forecast.’ 

than the projections included in APS’ 2005 

APS’ Confidential Response to Data Request RUCO 4.8, Bates Page No. APS 10222. 5 

Page 7 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

Forecast 

2005 LRF 
2006 Rate Case 

Docket No. E-01345A-05-0816 Direct Testimony of David A. Schlissel 
Public Version 

Protected Information Redacted 

2006 2007 2008 2006-2008 
Average 

Forecast 

2005 LRF 

Table 2: Projected West Phoenix CC 4 Generation (MWH) 
2006 2007 2008 2006-2008 

Average 

Forecast 

2005 LRF 
2006 Rate Case 

I 2006 Rate Case I 

2006 2007 2008 2006-2008 
Average 

Average 
2005 LRF 
2006 Rate Case 

Table 4: Projected Redhawk Generation (MWH) 

Using the older, and [Redacted], generation projections from APS’ 2005 LRF 

would over inflate the variable O&M adjustment and create the potential for APS 

to over recover the PWEC Unit O&M. Consequently, the more recent 2006 Rate 

Case generation figures should be used in the derivation of the pro forma variable 

O&M adjustment. 
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What are the results when you adjust the Company’s requested PWEC Unit 

O&M to reflect the use of test year O&M and the 2006 Rate Case generation 

figures to calculate the pro forma variable O&M adjustment in place of the 

generation figures from the 2005 Long Range Forecast? 

As shown in Exhibit DAS-2, these adjustments reduce the level of required 

PWEC Unit O&M by at least $5,767,852.6 

Why do you say by “at least” $5,767,852? 

As I discussed earlier, it is not clear whether the test year PWEC Unit O&M 

provided in APS’ response to Data Request UTI-1 1-329 included the APS-PWEC 

affiliate charges for common facilities. My calculated $5,767,852 adjustment 

would have to be increased to the extent that such affiliate charges have not 

already been excluded. 

Are you recommending any adjustment to APS’ level of requested Sundance 

Plant O&M? 

Yes. APS’ methodology for calculating the required annual level of Sundance 

O&M includes a $2,750,000 adjustment for variable maintenance costs.7 As 

shown on Workpaper LLR-WP14, page 10 of 1 1 G, this adjustment is based on 

the assumption that future generation at Sundance will average 630,000 MWH per 

year. 

However, APS’ 2006 Rate Case forecasts project that the Sundance Plant will 

generate only [ ] MWH in 2006, [ ] MWH in 2007, and [ 1 
MWH in 2008, for an average of [ 

period. Replacing the estimated 630,000 MWH shown on Workpaper 

LLR-WP14, page 10 of 1 1 G, by this [ 

] MWH each year during the three year 

] MWH figure, reduces the variable 

6 This $5,767,852 adjustment is the difference between the $26,336,276 Total O&M figure shown 
in Exhibit DAS-2, page 3 of3, and the $32,104,128 figure shown on APS’ Workpaper 
LLR-WP13, page 2 of 11 B. 

Workpaper LLR-WP14, pages 1,2, and 10 of 11. 7 
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1 O&M adjustment by [ 1. Consequently, 

2 

3 

the Total Company Sundance O&M figure shown on line 6 in Column W on 

Schedule C-2 page 4 of 1 1 , would be reduced from $4,860,000 to [ I. 

4 Q. Does this complete your testimony at this time? 

5 A. Yes. 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Page 10 



EXHIBIT D A M  



David A. Schlissel 
Senior Consultant 

Synapse Energy Economics 
22 Pearl Street, Cambridge, MA 02139 

(617) 661-3248 ext. 224 Fax: (617) 661-0599 
www.synapse-energy.com 

dschlissel@synapse-energy.com 

SUMMARY 
I have worked for thirty years as a consultant and attorney on complex management, 
engineering, and economic issues, primarily in the field of energy. This work has involved 
conducting technical investigations, preparing economic analyses, presenting expert testimony, 
providing support during all phases of regulatory proceedings and litigation, and advising clients 
during settlement negotiations. I received undergraduate and advanced engineering degrees from 
the Massachusetts Institute of Technology and Stanford University, respectively, and a law 
degree from Stanford Law School 

PROFESSIONAL EXPERIENCE 

Electric System Reliability - Evaluated whether new transmission lines and generation facilities 
were needed to ensure adequate levels of system reliability. Investigated the causes of 
distribution system outages and inadequate service reliability. Examined the reasonableness of 
utility system reliability expenditures. 

Transmission Line Siting - Examined the need for proposed transmission lines. Analyzed 
whether proposed transmission lines could be installed underground. Worked with clients to 
develop alternate routings for proposed lines that would have reduced impacts on the 
environment and communities. 

Power Plant Operations and Economics - Investigated the causes of more than one hundred 
power plant and system outages, equipment failures, and component degradation, determined 
whether these problems could have been anticipated and avoided, and assessed liability for repair 
and replacement costs. Examined power plant operating, maintenance, and capital costs. 
Analyzed power plant operating data from the NERC Generating Availability Data System 
(GADS). Evaluated utility plans for and management of the replacement of major power plant 
components. Assessed the adequacy of power plant quality assurance and maintenance 
programs. Examined the selection and supervision of contractors and subcontractors. 

Power Plant Repowering - Evaluated the environmental, economic and reliability impacts of 
rebuilding older, inefficient generating facilities with new combined cycle technology. 

Power Plant Air Emissions - Investigated whether proposed generating facilities would 
provide environmental benefits in terms of reduced emissions of NO,, SO2 and COz. Examined 
whether new state emission standards would lead to the retirement of existing power plants or 
otherwise have an adverse impact on electric system reliability. 

David Schlissel Page 1 Synapse Energy Economics, Inc. 
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Power Plant Water Use - Examined power plant repowering as a strategy for reducing water 
consumption at existing electric generating facilities. Analyzed the impact of converting power 
plants from once-through to closed-loop systems with cooling towers on plant revenues and 
electric system reliability. Evaluated the potential impact of the EPA’s Proosed Clean Water Act 
Section 3 16(b) Rule for Cooling Water Intake Structures at existing power plants. 

Nuclear Power - Examined the impact of the nuclear power plant life extensions and power 
uprates on decommissioning costs and collections policies. Evaluated utility decommissioning 
cost estimates and cost collection plans. Investigated the significance of the increasing 
ownership of nuclear power plants by multiple tiered holding companies with limited liability 
company subsidiaries. Investigated the potential safety consequences of nuclear power plant 
structure, system, and component failures. 

Electric Industry Regulation and Markets - Investigated whether new generating facilities 
that were built for a deregulated subsidiary should be included in the rate base of a regulated 
utility. Evaluated the reasonableness of proposed utility power purchase agreements with 
deregulated affiliates. Investigated the prudence of utility power purchases in deregulated 
markets. Examined whether generating facilities experienced more outages following the 
transition to a deregulated wholesale market in New England. Evaluated the reasonableness of 
nuclear and fossil plant sales and the auctions of power purchase agreements. Analyzed the 
impact of proposed utility mergers on market power. Assessed the reasonableness of contract 
provisions and terms in proposed power supply agreements. 

Economic Analysis - Analyzed the costs and benefits of energy supply options. Examined the 
economic and system reliability consequences of the early retirement of major electric 
generating facilities. Evaluated whether new electric generating facilities are used and useful. 
Quantified replacement power costs and the increased capital and operating costs due to 
identified instances of mismanagement. 

Expert Testimony - Presented the results of management, technical and economic analyses as 
testimony in more than ninety proceedings before regulatory boards and commissions in twenty 
three states, before two federal regulatory agencies, and in state and federal court proceedings. 

Litigation and Regulatory Support - Participated in all aspects of the development and 
preparation of case presentations on complex management, technical, and economic issues. 
Assisted in the preparation and conduct of pre-trial discovery and depositions. Helped identifl 
and prepare expert witnesses. Aided the preparation of pre-hearing petitions and motions and 
post-hearing briefs and appeals. Assisted counsel in preparing for hearings and oral arguments. 
Advised counsel during settlement negotiations. 

TESTIMONY, AFFIDAVITS AND COMMENTS 

South Dakota Public Utility Commission (Case No. EL05-022) - May and June 2006 
Whether the co-owners of the proposed Big Stone I1 coal-fired generating plant have 
appropriately reflected the potential for the regulation of greenhouse gases in their analyses of 
the alternatives to the proposed facility; the need and timing for new supply options in the co- 
owners’ service territories; and whether there are alternatives to the proposed facility that are 
technically feasible and economically cost-effective. 
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Georgia Public Service Commission (Docket No. 22449-U) - May 2006 
Georgia Power Company’s request for an accounting order to record early site permitting and 
construction operating license costs for new nuclear power plants. 

California Public Utilities Commission (Dockets Nos. A.05-11-008 and A.05-11-009) - April 
2006 
The estimated costs for decommissioning the Diablo Canyon, SONGS 2&3 and Palo Verde 
nuclear power plants and the annual contributions that are needed from ratepayers to assure that 
adequate funds will be available to decommission these plants at the projected ends of their 
service lives. 

New Jersey Board of Public Utilities (Docket No. EM05020106) - November and December 
2005 and March 2006 
Joint Testimony with Bob Fagan and Bruce Biewald on the market power implications of the 
proposed merger between Exelon Corp. and Public Service Enterprise Group. 

Virginia State Corporation Commission (Case No. PUE-2005-00018)- November 2005 
The siting of a proposed 230 kV transmission line. 

Iowa Utility Board (Docket No. SPU-05-15) - September and October 2005 
The reasonableness of IPL’s proposed sale of the Duane Arnold Energy Center nuclear plant. 

New York State Department of Environmental Conservation (DEC #3-3346-00011/00002) - 
October 2005 
The likely profits that Dynegy will earn from the sale of the energy and capacity of the 
Danskammer Generating Facility if the plant is converted from once-through to closed-cycle 
cooling with wet towers or to dry cooling. 

Arkansas Public Service Commission (Docket 05-042-U) -July and August 2005 
Arkansas Electric Cooperative Corporation’s proposed purchase of the Wrightsville Power 
Facility. 

Maine Public Utilities Commission (Docket No. 2005-17) -July 2005 
Joint testimony with Peter Lanzalotta and Bob Fagan evaluating Eastern Maine Electric 
Cooperative’s request for a CPCN to purchase 15 MW of transmission capacity from New 
Brunswick Power. 

Federal Energy Regulatory Commission (Docket No. EC05-43-0000) - April and May 2005 
Joint Affidavit and Supplemental Affidavit with Bruce Biewald on the market power aspects of 
the proposed merger of Exelon Corporation and Public Service Enterprise Group, Inc. 

Maine Public Utilities Commission (Docket No. 2004-538 Phase 11) - April 2005 
Joint testimony with Peter Lanzalotta and Bob Fagan evaluating Maine Public Service 
Company’s request for a CPCN to purchase 35 MW of transmission capacity from New 
Brunswick Power. 

~ ~ 
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Maine Public Utilities Commission (Docket No. 2004-771) - March 2005 
Analysis of Bangor Hydro-Electric’s Petition for a Certificate of Public Convenience and 
Necessity to construct a 345 kV transmission line 

United States District Court for the Southern District of Ohio, Eastern Division 
(Consolidated Civil Actions Nos. C2-99-1182 and C2-99-1250) 
Whether the public release of company documents more than three years old would cause 
competitive harm to the American Electric Power Company. 

New Jersey Board of Public Utilities (Docket No. E003121014) - February 2005 
Whether the Board of Public Utilities can halt further collections from Jersey Central Power & 
Light Company’s ratepayers because there already are adequate hnds in the company’s 
decommissioning trusts for the Three Mile Island Unit No. 2 Nuclear Plant to allow for the 
decommissioning of that unit without endangered the public health and safety. 

Maine Public Utilities Commission (Docket No. 2004-538) -January and March 2005 
Analysis of Maine Public Service Company’s request to construct a 138 kV transmission line 
from Limestone, Maine to the Canadian Border. 

California Public Utilities Commission (Application No. A04-02-026) - December 2004 
and January 2005 
Southern California Edison’s proposed replacement of the steam generators at the San Onofre 
Unit 2 and Unit 3 nuclear power plants and whether the utility was imprudent for failing to 
initiate litigation against Combustion Engineering due to defects in the design of and materials 
used in those steam generators. 

United States District Court for the Southern District of Indiana, Indianapolis Division 
(Civil Action No. IP99-1693) - December 2004 
Whether the public release of company documents more than three years old would cause 
competitive harm to the Cinergy Corporation. 

California Public Utilities Commission (Application No. A04-01-009) - August 2004 
Pacific Gas & Electric’s proposed replacement of the steam generators at the Diablo Canyon 
nuclear power plant and whether the utility was imprudent for failing to initiate litigation against 
Westinghouse due to defects in the design of and materials used in those steam generators. 

Public Service Commission of Wisconsin (Docket No. 6690-CE-187) -June, July and 
August 2004 
Whether Wisconsin Public Service Corporation’s request for approval to build a proposed 5 15 
MW coal-burning generating facility should be granted. 

Public Service Commission of Wisconsin (Docket No. 05-EI-136) - May and June 2004 
Whether the proposed sale of the Kewaunee Nuclear Power Plant to a subsidiary of an out-of- 
state holding company is in the public interest. 
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Connecticut Siting Council (Docket No. 272) - May 2004 
Whether there are technically viable alternatives to the proposed 345-kV transmission line 
between Middletown and Nonvalk Connecticut and the length of the line that can be installed 
underground. 

Arizona Corporation Commission (Docket No. E-01345A-03-0437 - February 2004 
Whether Arizona Public Service Company should be allowed to acquire and include in rate base 
five generating units that were built by a deregulated affiliate. 

State of Rhode Island Energy Facilities Siting Board (Docket No. SB-2003-1) - February 
2004 
Whether the cost of undergrounding a relocated 1 15kV transmission line would be eligible for 
regional cost socialization. 

State of Maine Department of Environmental Protection (Docket No. A-82-75-0-X) - 
December 2003 
The storage of irradiated nuclear fuel in an Independent Spent Fuel Storage Installation (ISFSI) 
and whether such an installation represents an air pollution control facility. 

Rhode Island Public Utility Commission (Docket No. 3564) - December 2003 and January 
2004 
Whether Narragansett Electric Company should be required to install a relocated 1 15kV 
transmission line underground. 

New York State Board on Electric Generation Siting and the Environment (Case No. 01-F- 
1276) - September, October and November 2003 
The environmental, economic and system reliability benefits that can reasonably be expected 
from the proposed 1 , 100 MW TransGas Energy generating facility in Brooklyn, New York. 

Wisconsin Public Service Commission (Case 6690-UR-115209) - September and October 
2003 
The reasonableness of Wisconsin Public Service Corporation’s decommissioning cost 
collections for the Kewaunee Nuclear Plant. 

Oklahoma Corporation Commission (Cause No. 2003-121) - July 2003 
Whether Empire District Electric Company properly reduced its capital costs to reflect the write- 
off of a portion of the cost of building a new electric generating facility. 

Arkansas Public Service Commission (Docket 02-248-U) - May 2003 
Entergy’s proposed replacement of the steam generators and the reactor vessel head at the AN0 
Unit 1 Steam Generating Station. 

Appellate Tax Board, State of Massachusetts (Docket No (258405-406) - May 2003 
The physical nature of electricity and whether electricity is a tangible product or a service. 

Maine Public Utilities Commission (Docket 2002-665-U) - April 2003 
Analysis of Central Maine Power Company’s proposed transmission line for Southern York 
County and recommendation of alternatives. 
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Massachusetts Legislature, Joint Committees on Government Regulations and Energy - 
March 2003 
Whether PG&E can decide to permanently retire one or more of the generating units at its Salem 
Harbor Station if it is not granted an extension beyond October 2004 to reduce the emissions 
from the Station’s three coal-fired units and one oil-fired unit. 

New Jersey Board of Public Utilities (Docket No. ER02080614) - January 2003 
The prudence of Rockland Electric Company’s power purchases during the period August 1 
1999 through July 3 1,2002. 

New York State Board on Electric Generation Siting and the Environment (Case No. 00-F- 
1356) - September and October 2002 and January 2003 
The need for and the environmental benefits from the proposed 300 MW Kings Park Energy 
generating facility. 

Arizona Corporation Commission (Docket No. E-01345A-01-0822) - March 2002 
The reasonableness of Arizona Public Service Company’s proposed long-term power purchase 
agreement with an affiliated company. 

New York State Board on Electric Generation Siting and the Environment (Case No. 99-F- 
1627) - March 2002 
Repowering NYPA’s existing Poletti Station in Queens, New York. 

Connecticut Siting Council (Docket No. 217) - March 2002, November 2002, and January 
2003 
Whether the proposed 345-kV transmission line between Plumtree and Nonvalk substations in 
Southwestern Connecticut is needed and will produce public benefits. 

Vermont Public Service Board (Case No. 6545) - January 2002 
Whether the proposed sale of the Vermont Yankee Nuclear Plant to Entergy is in the public 
interest of the State of Vermont and Vermont ratepayers. 

Connecticut Department of Public Utility Control (Docket 99-09-12REO2) - December 
2001 
The reasonableness of adjustments that Connecticut Light and Power Company seeks to make to 
the proceeds that it received from the sale of Millstone Nuclear Power Station. 

Connecticut Siting Council (Docket No. 208) - October 2001 
Whether the proposed cross-sound cable between Connecticut and Long Island is needed and 
will produce public benefits for Connecticut consumers. 

New Jersey Board of Public Utilities (Docket No. EM01050308) - September 2001 
The market power implications of the proposed merger between Conectiv and Pepco. 

Illinois Commerce Commission Docket No. 01-0423 - August, September, and October 
2001 
Commonwealth Edison Company’s management of its distribution and transmission systems. 

New York State Board on Electric Generation Siting and the Environment (Case No. 99-F- 
1627) - August and September 2001 
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The environmental benefits from the proposed 500 MW NYPA Astoria generating facility. 

New York State Board on Electric Generation Siting and the Environment (Case No. 99-F- 
1191) - June 2001 
The environmental benefits from the proposed 1,000 MW Astoria Energy generating facility. 

New Jersey Board of Public Utilities (Docket No. EM00110870) - May 2001 
The market power implications of the proposed merger between FirstEnergy and GPU Energy. 

Connecticut Department of Public Utility Control (Docket 99-09-12REOl) - November 2000 
The proposed sale of Millstone Nuclear Station to Dominion Nuclear, Inc. 

Illinois Commerce Commission (Docket 00-0361) - August 2000 
The impact of nuclear power plant life extensions on Commonwealth Edison Company's 
decommissioning costs and collections from ratepayers. 

Vermont Public Service Board (Docket 6300) - April 2000 
Whether the proposed sale of the Vermont Yankee nuclear plant to AmerGen Vermont is in the 
public interest. 

Massachusetts Department of Telecommunications and Energy (Docket 99-107, Phase 11) - 
April and June 2000 
The causes of the May 18, 1999, main transformer fire at the Pilgrim generating station. 

Connecticut Department of Public Utility Control (Docket 00-01-11) - March and April 
2000 
The impact of the proposed merger between Northeast Utilities and Con Edison, Inc. on the 
reliability of the electric service being provided to Connecticut ratepayers. 

Connecticut Department of Public Utility Control (Docket 99-09-12) - January 2000 
The reasonableness of Northeast Utilities plan for auctioning the Millstone Nuclear Station. 

Connecticut Department of Public Utility Control (Docket 99-08-01) - November 1999 
Generation, Transmission, and Distribution system reliability. 

Illinois Commerce Commission (Docket 99-01 15) - September 1999 
Commonwealth Edison Company's decommissioning cost estimate for the Zion Nuclear Station. 

Connecticut Department of Public Utility Control (Docket 99-03-36) - July 1999 
Standard offer rates for Connecticut Light & Power Company. 

Connecticut Department of Public Utility Control (Docket 99-03-35) - July 1999 
Standard offer rates for United Illuminating Company. 

Connecticut Department of Public Utility Control (Docket 99-02-05) - April 1999 
Connecticut Light & Power Company stranded costs. 

Connecticut Department of Public Utility Control (Docket 99-03-04) - April 1999 
United Illuminating Company stranded costs. 

Maryland Public Service Commission (Docket 8795) - December 1998 
Future operating performance of Delmarva Power Company's nuclear units. 
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Maryland Public Service Commission (Dockets 8794/8804) - December 1998 
Baltimore Gas and Electric Company's proposed replacement of the steam generators at the 
Calvert Cliffs Nuclear Power Plant. Future performance of nuclear units. 

Indiana Utility Regulatory Commission (Docket 38702-FAC-40-S1) - November 1998 
Whether the ongoing outages of the two units at the D.C. Cook Nuclear Plant were caused or 
extended by mismanagement. 

Arkansas Public Service Commission (Docket 98-065-U) - October 1998 
Entergy's proposed replacement of the steam generators at the AN0 Unit 2 Steam Generating 
Station. 

Massachusetts Department of Telecommunications and Energy (Docket 97-120) - October 
1998 
Western Massachusetts Electric Company's Transition Charge. Whether the extended 1996- 
1998 outages of the three units at the Millstone Nuclear Station were caused or extended by 
mismanagement. 

Connecticut Department of Public Utility Control (Docket 98-01-02) - September 1998 
Nuclear plant operations, operating and capital costs, and system reliability improvement costs. 

Illinois Commerce Commission (Docket 97-0015) - May 1998 
Whether any of the outages of Commonwealth Edison Company's twelve nuclear units during 
1 996 were caused or extended by mismanagement. Whether equipment problems, personnel 
performance weaknesses, and program deficiencies could have been avoided or addressed prior 
to plant outages. Outage-related fuel and replacement power costs. 

Public Service Commission of West Virginia (Case 97-1329-E-CN) - March 1998 
The need for a proposed 765 kV transmission line from Wyoming, West Virginia, to Cloverdate, 
Virginia. 

Illinois Commerce Commission (Docket 97-0018) - March 1998 
Whether any of the outages of the Clinton Power Station during 1996 were caused or extended 
by mismanagement. 

Connecticut Department of Public Utility Control (Docket 97-05-12) - October 1997 
The increased costs resulting from the ongoing outages of the three units at the Millstone 
Nuclear Station. 

New Jersey Board of Public Utilities (Docket ER96030257) - August 1996 
Replacement power costs during plant outages. 

Illinois Commerce Commission (Docket 95-01 19) - February 1996 
Whether any of the outages of Commonwealth Edison Company's twelve nuclear units during 
1994 were caused or extended by mismanagement. Whether equipment problems, personnel 
performance weaknesses, and program deficiencies could have been avoided or addressed prior 
to plant outages. Outage-related fuel and replacement power costs. 

Public Utility Commission of Texas (Docket 13170) - December 1994 
Whether any of the outages of the River Bend Nuclear Station during the period October 1, 
199 1, through December 3 1,1993, were caused or extended by mismanagement. 

David Schlissel Page 8 Synapse Energy Economics, Inc. 



a 
a 
a 
a 
a 

a 
a 
a 
a 
a 
a 
a 
a 

a 
a 
a 
a 
a 

a 
a 
a 
a 
a 

a 
a 
a 
a 
a 

a 

a 

a 

a 

Public Utility Commission of Texas (Docket 12820) - October 1994 
Operations and maintenance expenses during outages of the South Texas Nuclear Generating 
Station. 

Wisconsin Public Service Commission (Cases 6630-CE-197 and 6630-CE-209) - September 
and October 1994 
The reasonableness of the projected cost and schedule for the replacement of the steam 
generators at the Point Be&h Nuclear Power Plant. The potential impact of plant aging on future 
operating costs and performance. 

Public Utility Commission of Texas (Docket 12700) - June 1994 
Whether El Paso Electric Company's share of Palo Verde Unit 3 was needed to ensure adequate 
levels of system reliability. Whether the Company's investment in Unit 3 could be expected to 
generate cost savings for ratepayers within a reasonable number of years. 

Arizona Corporation Commission (Docket U-1551-93-272) - May and June 1994 
Southwest Gas Corporation's plastic and steel pipe repair and replacement programs. 

Connecticut Department of Public Utility Control (Docket 92-04-15) - March 1994 
Northeast Utilities management of the 1992/1993 replacement of the steam generators at 
Millstone Unit 2. 

Connecticut Department of Public Utility Control (Docket 92-10-03) - August 1993 
Whether the 199 1 outage of Millstone Unit 3 as a result of the corrosion of safety-related plant 
piping systems was due to mismanagement. 

Public Utility Commission of Texas (Docket 11735) - April and July 1993 
Whether any of the outages of the Comanche Peak Unit 1 Nuclear Station during the period 
August 13, 1990, through June 30, 1992, were caused or extended by mismanagement. 

Connecticut Department of Public Utility Control (Docket 91-12-07) - January 1993 and 
August 1995 
Whether the November 6 ,  1991, pipe rupture at Millstone Unit 2 and the related outages of the 
Connecticut Yankee and Millstone units were caused or extended by mismanagement. The 
impact of environmental requirements on power plant design and operation. 

Connecticut Department of Public Utility Control (Docket 92-06-05) - September 1992 
United Illuminating Company off-system capacity sales. 

Public Utility Commission of Texas (Docket 10894) - August 1992 
Whether any of the outages of the River Bend Nuclear Station during the period October 1 , 
1988, through September 30,1991, were caused or extended by mismanagement. 

Connecticut Department of Public Utility Control (Docket 92-01-05) - August 1992 
Whether the July 1991 outage of Millstone Unit 3 due to the fouling of important plant systems 
by blue mussels was the result of mismanagement. 
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California Public Utilities Commission (Docket 90-12-018) - November 1991, March 1992, 
June and July 1993 
Whether any of the outages of the three units at the Palo Verde Nuclear Generating Station 
during 1989 and 1990 were caused or extended by mismanagement. Whether equipment 
problems, personnel performance weaknesses and program deficiencies could have been avoided 
or addressed prior to outages. Whether specific plant operating cost and capital expenditures 
were necessary and prudent. 

Public Utility Commission of Texas (Docket 9945) - July 1991 
Whether El Paso Electric Company's share of Palo Verde Unit 3 was needed to ensure adequate 
levels of system reliability. Whether the Company's investment in the unit could be expected to 
generate cost savings for ratepayers within a reasonable number of years. El Paso Electric 
Company's management of the planning and licensing of the Arizona Interconnection Project 
transmission line. 

Arizona Corporation Commission (Docket U-1345-90-007) - December 1990 and April 
1991 
Arizona Public Service Company's management of the planning, construction and operation of 
the Palo Verde Nuclear Generating Station. The costs resulting from identified instances of 
mismanagement. 

New Jersey Board of Public Utilities (Docket ER89110912J) - July and October 1990 
The economic costs and benefits of the early retirement of the Oyster Creek Nuclear Plant. The 
potential impact of the unit's early retirement on system reliability. The cost and schedule for 
siting and constructing a replacement natural gas-fired generating plant. 

Public Utility Commission of Texas (Docket 9300) - June and July 1990 
Texas Utilities management of the design and construction of the Comanche Peak Nuclear Plant. 
Whether the Company was prudent in repurchasing minority owners' shares of Comanche Peak 
without examining the costs and benefits of the repurchase for its ratepayers. 

Federal Energy Regulatory Commission (Docket EL-88-5-000) - November 1989 
Boston Edison's corporate management of the Pilgrim Nuclear Station. 

Connecticut Department of Public Utility Control (Docket 89-08-11) - November 1989 
United Illuminating Company's off-system capacity sales. 

Kansas State Corporation Commission (Case 164,211-U) - April 1989 
Whether any of the 127 days of outages of the Wolf Creek generating plant during 1987 and 
1988 were the result of mismanagement. 

Public Utility Commission of Texas (Docket 8425) - March 1989 
Whether Houston Lighting & Power Company's new Limestone Unit 2 generating facility was 
needed to provide adequate levels of system reliability. Whether the Company's investment in 
Limestone Unit 2 would provide a net economic benefit for ratepayers. 

Illinois Commerce Commission (Dockets 83-0537 and 84-0555) - July 1985 and January 
1989 
Commonwealth Edison Company's management of quality assurance and quality control 
activities and the actions of project contractors during construction of the Byron Nuclear Station. 
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New Mexico Public Service Commission (Case 2146, Part 11) - October 1988 
The rate consequences of Public Service Company of New Mexico's ownership of Palo Verde 
Units 1 and2. 

United States District Court for the Eastern District of New York (Case 87-646-JBW) - 
October 1988 
Whether the Long Island Lighting Company withheld important information from the New York 
State Public Service Commission, the New York State Board on Electric Generating Siting and 
the Environment, and the U.S. Nuclear Regulatory Commission. 

Public Utility Commission of Texas (Docket 6668) - August 1988 and June 1989 
Houston Light & Power Company's management of the design and construction of the South 
Texas Nuclear Project. The impact of safety-related and environmental requirements on plant 
construction costs and schedule. 

Federal Energy Regulatory Commission (Docket ER88-202-000) - June 1988 
Whether the turbine generator vibration problems that extended the 1987 outage of the Maine 
Yankee nuclear plant were caused by mismanagement. 

Illinois Commerce Commission (Docket 87-0695) - April 1988 
Illinois Power Company's planning for the Clinton Nuclear Station. 

North Carolina Utilities Commission (Docket E-2, Sub 537) - February 1988 
Carolina Power & Light Company's management of the design and construction of the Harris 
Nuclear Project. The Company's management of quality assurance and quality control activities. 
The impact of safety-related and environmental requirements on construction costs and schedule. 
The cost and schedule consequences of identified instances of mismanagement. 

Ohio Public Utilities Commission (Case 87-689-EL-AIR) - October 1987 
Whether any of Ohio Edison's share of the Perry Unit 2 generating facility was needed to ensure 
adequate levels of system reliability. Whether the Company's investment in Perry Unit 1 would 
produce a net economic benefit for ratepayers. 

North Carolina Utilities Commission (Docket E-2, Sub 526) - June 1987 
Fuel factor calculations. 

New York State Public Service Commission (Case 29484) - May 1987 
The planned startup and power ascension testing program for the Nine Mile Point Unit 2 
generating facility. 

Illinois Commerce Commission (Dockets 86-0043 and 86-0096) - April 1987 
The reasonableness of certain terms in a proposed Power Supply Agreement. 

Illinois Commerce Commission (Docket 86-0405) - March 1987 
The in-service criteria to be used to determine when a new generating facility was capable of 
providing safe, adequate, reliable and efficient service. 

Indiana Public Service Commission (Case 38045) - December 1986 
Northern Indiana Public Service Company's planning for the Schaefer Unit 18 generating 
facility. Whether the capacity from Unit 18 was needed to ensure adequate system reliability. 
The rate consequences of excess capacity on the Company's system. 
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Superior Court in Rockingham County, New Hampshire (Case 863328) - July 1986 
The radiation effects of low power testing on the structures, equipment and components in a new 
nuclear power plant. 

New York State Public Service Commission (Case 28124) - April 1986 and May 1987 
The terms and provisions in a utility's contract with an equipment supplier. The prudence of the 
utility's planning for a new generating facility. Expenditures on a canceled generating facility. 

Arizona Corporation Commission (Docket U-1345-85) - February 1986 
The construction schedule for Palo Verde Unit No. 1. Regulatory and technical factors that 
would likely affect future plant operating costs. 

New York State Public Service Commission (Case 29124) - January 1986 
Niagara Mohawk Power Corporation's management of construction of the Nine Mile Point Unit 
No. 2 nuclear power plant. 

New York State Public Service Commission (Case 28252) - October 1985 
A performance standard for the Shoreham nuclear power plant. 

New York State Public Service Commission (Case 29069) - August 1985 
A performance standard for the Nine Mile Point Unit No. 2 nuclear power plant. 

Missouri Public Service Commission (Cases ER-85-128 and EO-85-185) - July 1985 
The impact of safety-related regulatory requirements and plant aging on power plant operating 
costs and performance. Regulatory factors and plant-specific design features that will likely 
affect the future operating costs and performance of the Wolf Creek Nuclear Plant. 

Massachusetts Department of Public Utilities (Case 84-152) - January 1985 
The impact of safety-related regulatory requirements and plant aging on power plant operating 
costs and performance. Regulatory factors and plant-specific design features that will likely 
affect the future operating costs and performance of the Seabrook Nuclear Plant. 

Maine Public Utilities Commission (Docket 84-113) - September 1984 
The impact of safety-related regulatory requirements and plant aging on power plant operating 
costs and performance. Regulatory factors and plant-specific design features that will likely 
affect the future operating costs and performance of the Seabrook Nuclear Plant. 

South Carolina Public Service Commission (Case 84-122-E) - August 1984 
The repair and replacement strategy adopted by Carolina Power & Light Company in response to 
pipe cracking at the Brunswick Nuclear Station. Quantification of replacement power costs 
attributable to identified instances of mismanagement. 

Vermont Public Service Board (Case 4865) - May 1984 
The repair and replacement strategy adopted by management in response to pipe cracking at the 
Vermont Yankee nuclear plant. 

New York State Public Service Commission (Case 28347) -January 1984 
The information that was available to Niagara Mohawk Power Corporation prior to 1982 
concerning the potential for cracking in safety-related piping systems at the Nine Mile Point Unit 
No. 1 nuclear plant. 
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New York State Public Service Commission (Case 28166) - February 1983 and February 
1984 
Whether the January 25, 1982, steam generator tube rupture at the Ginna Nuclear Plant was 
caused by mismanagement. 

U.S. Nuclear Regulatory Commission (Case 50-247SP) - May 1983 
The economic costs and benefits of the early retirement of the Indian Point nuclear plants. 

REPORTS, ARTICLES, AND PRESENTATIONS 

Conservation and Renewable Energy Should be the Cornerstone for Meeting Future Natural 
Gas Needs. Presentation to the Global LNG Summit, June 1,2004. Presentation given by Cliff 
Chen. 

Comments on natural gas utilities 'Phase I Proposals for pre-approved full cost recovery of 
contracts with liquid natural gas (LNG) suppliers and the costs of interconnecting their systems 
with LNG facilities. Comments in California Public Utilities Commission Rulemaking 04-0 1 - 
025. March 23,2004. 

The 2003 Blackout: Solutions that Won 't Cost a Fortune, The Electricity Journal, November 
2003, with David White, Amy Roschelle, Paul Peterson, Bruce Biewald, and William Steinhurst. 

The Impact of Converting the Cooling Systems at Indian Point Units 2 and 3 on Electric System 
Reliability. An Analysis for Riverkeeper, Inc. November 3,2003. 

The Impact of Converting Indian Point Units 2 and 3 to Closed-Cycle Cooling Systems with 
Cooling Towers on Energy's Likely Future Earnings. An Analysis for Riverkeeper, Inc. 
November 3,2003. 

Entergy 's Lost Revenues During Outages of Indian Point Units 2 and 3 to Convert to Closed- 
Cycle Cooling Systems. An Analysis for Riverkeeper, Inc. November 3,2003. 

Power Plant Repowering as a Strategy for Reducing Water Consumption at Existing Electric 
Generating Facilities. A presentation at the May 2003 Symposium on Cooling Water Intake 
Technologies to Protect Aquatic Organisms. May 6,2003. 

Financial Insecurity: The Increasing Use of Limited Liability Companies and Multi-tiered 
Holding Companies to Own Electric Generating Plants. A presentation at the 2002 NASUCA 
Annual Meeting. November 12,2002. 

Determining the Need for Proposed Overhead Transmission Facilities. A Presentation by David 
Schlissel and Paul Peterson to the Task Force and Working Group for Connecticut Public Act 
02-95. October 17,2002. 

Future PG&E Net Revenues From The Sale of Electricity Generated at its Brayton Point Station. 
An Analysis for the Attorney General of the State of Rhode Island. October 2,2002. 

PG&E 's Net Revenues From The Sale of Electricity Generated at its Brayton Point Station 
During the Years 1999-2002. An Analysis for the Attorney General of the State of Rhode Island. 
October 2,2002. 

~~~~ 
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Financial Insecurity: The Increasing Use of Limited Liability Companies and Multi-Tiered 
Holding Companies to Own Nuclear Power Plants. A Synapse report for the STAR Foundation 
and Riverkeeper, Inc., by David Schlissel, Paul Peterson, and Bruce Biewald, August 7,2002. 

Comments on EPA 's Proposed Clean Water Act Section 316(b) for Cooling Water Intake 
Structures at Phase 11 Existing Facilities, on behalf of Riverkeeper, Inc., by David Schlissel and 
Geoffrey Keith, August 2002. 

The Impact of Retiring the Indian Point Nuclear Power Station on Electric System Reliability. A 
Synapse Report for Riverkeeper, Inc. and Pace Law School Energy Project. May 7,2002. 

Preliminary Assessment of the Need for the Proposed Plumtree-Norwalk 345-kV Transmission 
Line. A Synapse Report for the Towns of Bethel, Redding, Weston, and Wilton Connecticut. 
October 15,2001. 

IS0  New England's Generating Unit Availability Study: Where's the Beef3 A Presentation at the 
June 29,2001 Restructuring Roundtable. 

Clean Air and Reliable Power: Connecticut Legislative House Bill HB6365 will not Jeopardize 
Electric System Reliability. A Synapse Report for the Clean Air Task Force. May 2001. 

Room to Breathe: Why the Massachusetts Department of Environmental Protection's Proposed 
Air Regulations are Compatible with Reliability. A Synapse Report for MASSPIRG and the 
Clean Water Fund. March 2001. 

Generator Outage Increases: A Preliminary Analysis of Outage Trends in the New England 
Electricity Market, a Synapse Report for the Union of Concerned Scientists, January 7,2001. 

Cost, Grid Reliability Concerns on the Rise Amid Restructuring, with Charlie Harak, Boston 
Business Journal, August 18-24,2000. 

Report on Indian Point 2 Steam Generator Issues, Schlissel Technical Consulting, Inc., March 
10,2000. 

Preliminary Expert Report in Case 96-016613, Cities of Wharton, Pasadena, et a1 v. Houston 
Lighting & Power Company, October 28, 1999. 

Comments of Schlissel Technical Consulting, Inc. on the Nuclear Regulatory Commission's 
Draft Policy Statement on Electric Industry Economic Deregulation, February 1997. 

Report to the Municipal Electric Utility Association of New York State on the Cost of 
Decommissioning the Fitzpatrick Nuclear Plant, August 1996. 

Report to the Staff of the Arizona Corporation Commission on U S .  West Corporation's 
telephone cable repair and replacement programs, May, 1996. 

Nuclear Power in the Competitive Environment, NRRI Quarterly Bulletin, Vol. 16, No. 3, Fall 
1995. 

Nuclear Power in the Competitive Environment, presentation at the 18th National Conference of 
Regulatory Attorneys, Scottsdale, Arizona, May 17, 1995. 
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The Potential Safety Consequences of Steam Generator Tube Cracking at the Byron and 
Braidwood Nuclear Stations, a report for the Environmental Law and Policy Center of the 
Midwest, 1995. 

Report to the Public Policy Group Concerning Future Trojan Nuclear Plant Operating 
Performance and Costs, July 15, 1992. 

Report to the New York State Consumer Protection Board on the Costs of the 1991 Refueling 
Outage of Indian Point 2, December 1991. 

Preliminary Report on Excess Capacity Issues to the Public Utility Regulation Board of the City 
of El Paso, Texas, April 1991. 

Nuclear Power Plant Construction Costs, presentation at the November, 1987, Conference of the 
National Association of State Utility Consumer Advocates. 

Comments on the Final Report of the National Electric Reliability Study, a report for the New 
York State Consumer Protection Board, February 27, 198 1. 

OTHER SIGNIFICANT INVESTIGATIONS AND LITIGATION SUPPORT WORK 

Reviewed the salt deposition mitigation strategy proposed for Reliant Energy's repowering of its 
Astoria Generating Station. October 2002 through February 2003. 

Assisted the Connecticut Office of Consumer Counsel in reviewing the auction of Connecticut 
Light & Power Company's power purchase agreements. August and September, 2000. 

Assisted the New Jersey Division of the Ratepayer Advocate in evaluating the reasonableness of 
Atlantic City Electric Company's proposed sale of its fossil generating facilities. June and July, 
2000. 

Investigated whether the 1996- 1998 outages of the three Millstone Nuclear Units were caused or 
extended by mismanagement. 1997 and 1998. Clients were the Connecticut Office of Consumer 
Counsel and the Office of the Attorney General of the Commonwealth of Massachusetts. 

Investigated whether the 1995-1 997 outages of the two units at the Salem Nuclear Station were 
caused or extended by mismanagement. 1996- 1997. Client was the New Jersey Division of the 
Ratepayer Advocate. 

Assisted the Associated Industries of Massachusetts in quantifying the stranded costs associated 
with utility generating plants in the New England states. May through July, 1996 

Investigated whether the December 25, 1993, turbine generator failure and fire at the Fermi 2 
generating plant was caused by Detroit Edison Company's mismanagement of fabrication, 
operation or maintenance. 1995. Client was the Attorney General of the State of Michigan. 

Investigated whether the outages of the two units at the South Texas Nuclear Generating Station 
during the years 1990 through 1994 were caused or extended by mismanagement. Client was the 
Texas Office of Public Utility Counsel. 
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Assisted the City Public Service Board of San Antonio, Texas in litigation over Houston 
Lighting & Power Company's management of operations of the South Texas Nuclear Generating 
Station. 

Investigated whether outages of the Millstone nuclear units during the years 1991 through 1994 
were caused or extended by mismanagement. Client was the Office of the Attorney General of 
the Commonwealth of Massachusetts. 

Evaluated the 1994 Decommissioning Cost Estimate for the Maine Yankee Nuclear Plant. Client 
was the Public Advocate of the State of Maine. 

Evaluated the 1994 Decommissioning Cost Estimate for the Seabrook Nuclear Plant. Clients 
were investment firms that were evaluating whether to purchase the Great Bay Power Company, 
one of Seabrook's minority owners. 

Investigated whether a proposed natural-gas fired generating facility was need to ensure 
adequate levels of system reliability. Examined the potential impacts of environmental 
regulations on the unit's expected construction cost and schedule. 1992. Client was the New 
Jersey Rate Counsel. 

Investigated whether Public Service Company of New Mexico management had adequately 
disclosed to potential investors the risk that it would be unable to market its excess generating 
capacity. Clients were individual shareholders of Public Service Company of New Mexico. 

Investigated whether the Seabrook Nuclear Plant was prudently designed and constructed. 1989. 
Clients were the Connecticut Office of Consumer Counsel and the Attorney General of the State 
of Connecticut. 

Investigated whether Carolina Power & Light Company had prudently managed the design and 
construction of the Harris nuclear plant. 1988-1989. Clients were the North Carolina Electric 
Municipal Power Agency and the City of Fayetteville, North Carolina. 

Investigated whether the Grand Gulf nuclear plant had been prudently designed and constructed. 
1988. Client was the Arkansas Public Service Commission. 

Reviewed the financial incentive program proposed by the New York State Public Service 
Commission to improve nuclear power plant safety. 1987. Client was the New York State 
Consumer Protection Board. 

Reviewed the construction cost and schedule of the Hope Creek Nuclear Generating Station. 
1986-1987. Client was the New Jersey Rate Counsel. 

Reviewed the operating performance of the Fort St. Vrain Nuclear Plant. 1985. Client was the 
Colorado Office of Consumer Counsel. 

WORK HISTORY 

2000 - Present: Senior Consultant, Synapse Energy Economics, Inc. 
1994 - 2000: President, Schlissel Technical Consulting, Inc. 
1983 - 1994: Director, Schlissel Engineering Associates 
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1979 - 1983: Private Legal and Consulting Practice 
1975 - 1979: Attorney, New York State Consumer Protection Board 
1973 - 1975: Staff Attorney, Georgia Power Project 

EDUCATION 

1983-1 985: Massachusetts Institute of Technology 
Special Graduate Student in Nuclear Engineering and Project Management, 

1973: Stanford Law School, 
Juris Doctor 

1969: Stanford University 
Master of Science in Astronautical Engineering, 

1968: Massachusetts Institute of Technology 
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Exhibit DAS-2 Redacted 
Page 1 of 3 

PWEC Units 
Test Year Operations and Maintenance Expenses 

A RoutineO&M 

B 12 Year Average Overhaul Costs 

C Sub-Total O&M Exps (A+B) 

D A&G 

Total Including Aux Power, Common 
E Facilities, A&G 

Total PWEC O&M 
(Plants Only) 

$21,332,111 

$1 0,000,000 

$31,332,111 

$981,345 

$32,313,456 

Exclude APS-PWEC Affiliate Charges - 
Auxiliary Power, Common Facilities 

F Charge,A&G $2,705,201 

Total Excluding Aux Power, Common 
G Facilities, A&G $29,608,255 

Plus Proforma Variable O&M Adjustment $827,893 

TOTAL O&M $30,436,148 

TOTAL O&M Less Overhaul Costs $20,436,148 
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Exhibit DAS-2 Redacted 
Page 3 of 3 

Pro Forma Adjustment PWEC Units O&M 

Aadjustment to test year operations to 
deduct costs recorded on APS books for 
the period August through September 2005 

Other Operating Expenses 

Operations Excluding Fuel Expenses: $20,436,148 

Less Operations record on APS $3,841 ,I 97 

Operations Pro Forma $16,594,951 

Maintenance $10,000,000 

Less Maintenance Record on APS $258,675 

Overhaul Pro Forma $9,741,325 

Total $26,336,276 
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1 Q. Mr. Schlissel, please state your name, position and business address. 

2 A. 

3 

My name is David A. Schlissel. I am a Senior Consultant at Synapse Energy 

Economics, Inc, 22 Pearl Street, Cambridge, MA 02139. 

4 Q. On whose behalf are you testifying in this case? 

5 A. I am testifjring on behalf of the Residential Utility Consumer Office (“RUCO”). 

6 Q. Mr. Schlissel, have you previously filed testimony in this proceeding? 

7 A. Yes. I filed direct testimony on August 18,2006. 

8 Q. What is the purpose of this surrebuttal testimony? 

9 A. The purpose of this surrebuttal testimony is to respond to the rebuttal testimony 

filed by Arizona Public Service Company (“APS”) witness Peter Ewen which 

criticizes the variable O&M adjustment in my direct testimony. 

10 

11 

12 Q. What is Mr. Ewen’s criticism of your proposed O&M adjustment? 

13 A. 

14 

15 operation requirements. ,” 

He claims that my proposed adjustment is inconsistent with the ACC Staffs 

consultants which found that “O&M expenditure patterns [to be] consistent with 

16 Q. Is this a valid criticism? 

17 A. 

18 

19 

20 

21 

22 

23 

No. The Staff consultant review referenced by Mr. Ewen examined the historic 

O&M expenditures at APS’ fossil station and not the Company’s projected future 

levels of expenditures2 In contrast, my proposed adjustments did not address at 

all the reasonableness of historic O&M expenditures. Instead, my adjustments 

were focused (1) on making the Company’s projected normalized variable O&M 

rate case requests for the PWEC and Sundance facilities consistent with APS’ 

most recent projections of the expected generation of the those units during the 

Rebuttal Testimony of Peter M. Ewen, at page 13, lines 4-5. 

August 3 1, Liberty Consultant Group Final Audit Report APS Fuel and Purchased Power 
Procurement and Costs Non-Conjdential Version, at page 92. 

1 

2 



Dockets Nos. E-01345A-5-0816, E-01345A-05-0826 and E-01345A-0827 
Surrebuttal Testimony of David A. Schlissel 

1 

2 

3 

4 

5 

years 2006-2008 and (2) ensuring that the Company’s requested O&M reflect the 

actual levels of 2004 expenditures at the PWEC units as reflected in APS’ 

response to Data Requests UTI-1 1-329.3 As I noted in my direct testimony, APS’ 

projected variable O&M were based on the Company’s 2005 Long Range 

Forecast and not on the more recent 2006 Rate Case Forecasts. 

6 

7 

8 

9 

10 

Consequently, the Staff consultant’s conclusions about historic O&M expenditure 

levels do not conflict in any way with my proposed adjustment of APS’ forecast 

future variable O&M expenses at the PWEC and Sundance facilities. Indeed, the 

ACC Staff consultant review, cited by Mr. Ewen, does not appear to have 

addressed the O&M expenditures at the Sundance facility at aL4 

11 Q. Does this complete your surrebuttal testimony at this time? 

12 A. Yes. 

13 

14 

15 

16 

17 

18 

19 

20 

21 

Direct Testimony of David A. Schlissel, at page 4, line 1 1, through page 6,  line 10. 

August 3 1, Liberty Consultant Group Final Audit Report APS Fuel and Purchased Power 
Procurement and Costs Non-Confidential Version, at page 92. 
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I. 

Q. 
A. 

Q- 

A. 

0 
DIRECT TESTIMONY OF STEVEN M. WHEELER 
BEHALF OF ARIZONA PUBLIC SERVICE COMlpANY 

(Docket No. E-01345A-05-0816) 

INTRODUCTION 

PLEASE STATE YOUR NAME, ADDRESS AND UCCIJPATION. 

My name is Steven M. Wheeler. I am Executive Vice President, Customer 

Service and Regulation for Arizona Public Service Company (IAPS” or 

“Company”). h that role, I am responsible for the planning, construction, 

maintenance and operation of the A P S  transmission and distribution systems. I 

am also responsible for customer service, rate, and regulatory matters affecting 

the Company before the Arizona Corporation Commission (“Commission”) and 

the Federal Energy Regulatory Commission (“FERC”). 

WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL 
BACKGROUND? 

I received a Bachelors degree from Princeton University in 197 1. I graduated 

from Cornel1 University School of Law in 1974. From 1974 until 2001, I was an 

attorney with Snell & Wilmer LLP in Phoenix, Arizona, involved in general 

business, real estate, environmental and public utility issues. During my over 27 

years at the firm, I represented APS and other public utilities in numerous state 

and FERC proceedings involving utility rate and service matters, generation and 

transmission siting, electric industry restructuring, resource planning, and 

prudence reviews. In 2001, I joined A P S  as Senior Vice President. I assumed 

my present responsibilities with the Company in 2004. 

1 
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Q. 

Q* 

A. 

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN TEUS 
PROCEEDING? 

My testimony will summarize the central issues that required the Company to 

initially file this rate request some seven months after Commission approval of 

the 2004 APS Rate Settlement Agreement (“2004 Settfement”). In this 

testimony, I address the key issues facing the Company, of which the increasing 

cost of fuel and purchase power is the most significant. In this regard, I will 

sponsor Standard Filing Requirement (“SFR’) Schedule A-1 of the Company’s 

rate application. 

HAS APS SUBMITTED DIRECT TESTIMONY IN SUPPORT OF ITS 
APPLICATION? 

Yes. In addition to my testimony, A P S  has filed testimony by the following 

witnesses in the following areas: 

Revenue Requirements 

Dr. William Avera: Cost of Equity 

Mr. Donald Brandt: Finahcial Results, Capital Structure, and 
Requested Return on Equity, Revenue 
Requirements 

Cash Working Capital 

Bark Beetle Remediation 

MI-. Fred Balluff: 

Mr. Stephen Bischoff: 

Mi-. Patrick Dinkel: Sundance Assets 

Mi. Peter Ewen: Pro Forma Fuel and Purchased Power 
Adjustments (net), Customer and Sales 
Annualization, Weather Normalization and 
Power Plant Maintenance. 

Mi-. Steven Fetter: 

Mi. Chris Froggatt: 

Quality of Regulation 

Actual Test Year Results, Cost of Debt, Pro 
Forma Rate Base and Operating Income 
Adjustments 

2 
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11. 

Q. 
A. 

Mr. Edward Fox: Environmental Improvement Chage, Green 
Power Tariffs 

Power Su ply Adjustment Mechanism and 
Associate Financial Results (P 

Mr. Donald Robinson: 

Pro Forma Rate Base and Operatin Income 
Adjustments, Depreciation, Calcu ation of 
Reconstruction Cost New Less Depreciation, 
Accounting Issues and Total Worklng Capital 
Requirements 

i? Ms. Laura Rockenberger: 

Dr. Ronald White: Depreciation 

Allocations, Rate Design and Service Schedules 

Mi. Gregory DeLizio: Service Schedules 1 and 4; Environmental 
Improvement Charge, Net Metering, Green 
Power Tariffs 

Mi. David Rurnolo: Cost of Service Study, Rate Design and 
Service Schedule 3 

SUMMARY 

WOULD YOU PLEASE SUMMARIZE YOUR DIRECT TESTIMONY? 

After more than a decade of rate reductions totaling some $1.74 billion, A P S  

received a 4.2 1% general rate increase (approximately $75.5 million) effective 

April 1, 2005. See Decision No. 67744 (April 7, 2005). The Company had 

requested a 9.8% increase (approximately $175 million) effective JuIy 1 , 2004. 

Of the $75.5 million granted by Decision No. 67744, some $8 million 

represented a temporary surcharge to recover the prior costs of implementing 

retail electric competition in Arizona. Another $9 million represented base rate 

hnding for a portion of the additional Demand Side Management (“DSM”) 

spending mandated by Decision No. 67744. Neither of the latter two amounts 

provided any additional earnings to the Company. At the Special Open Meeting 

to consider the 2004 Settlement, which served as the basis for Decision No. 

3 
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67744, A P S  stated that because of escalating fuel costs, the Company would 

have to seek additional rate relief in the near fkture. 

The increased cost of fuel and purchased power is the most significant reason 

why the Company has filed this request for rate reIief. In this proceeding, A P S  is 

requesting a 21.34% base rate increase, or approximately $450 million. Of this 

amount, approximately $299 million (which is approximately 70% of the total 

requested relief), is attributable to higher fuel and purchased power costs. Due to 

the normalization of power plant performance, as described in Mi. Ewen’s 

testimony, none of the proposed increase is related to the increase in unplanned 

Palo Verde outages during 2005. This request also is approximately $169 

million or approximately eight percentage points (based on November 30, 2005 

market prices) & than it otherwise would have been had the Company not 

mitigated its fuel costs through its hedging program. 

The requested increase is necessary if A P S  is to continue as the type of viable 

utility that can ensure A P S  customers continued reliable service, on demand, 

and at reasonable prices into the future. Furthermore, I must emphasize that it is 

crucial that the Company maintain an investment grade credit rating so that it 

can attract the necessary capital to provide such service. Finally, as, discussed in 

Mr. Robinson’s testimony, the Company is also seeking certain modifications of 

the Power Supply Adjustment (“PSA”) mechanism. 

A P S  has serious concerns about its ability to continue to obtain capital at 

reasonable rates. On December 21, 2005, Standard and Poors downgraded the 

Company to a BBB- credit rating, which is one level above non-investment 

grade. The investment community has indicated that hrther down-grading may 

. -. 
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be forthcoming if there are delays in resolving outstanding issues reiated to the 

cost recovery of h e !  expenses. For these reasons, on January 6, 2006, the 

Company filed for emergency interim rate relief and requested tbat emergency 

rates be effective by April 1, 2006, subject to r e h d .  To the extent that such 

emergency relief is granted, the Company’s request for permanent rate relief 

would be incrementally reduced. 

APS has based its revenue requirement on an adjusted historical test period, 

specifically the twelve months ended September 30, 2005 (“Test Year”), and a 

cost of common equity o f  11.50%. The use of such a non-calendar test year was 

required by Commission Staff. The cost of equity (“COE”) is the midpoint of 

the range found reasonable by Dr. Avera, the Company’s return on equity 

expert. For A P S  to recover its cost-of-capital, it must receive a fair rate of return 

of 6.37% on a €air value rate base of $6,120,755,00O. 

A P S  has made various adjustments, both up and down, to the Test Year. These 

adjustments will make the historical test period both more representative of a 

“typical” year and of the period (2007) in which the new rates authorized by the 

Commission will likely be in full effect. In large part, the pro forma adjustments 

to the Test Year represent the implementation of the Commission’s decision in 

the Company’s Last rate case (Decision No. 67744). 

Perhaps the most significant of the Company’s pro forma adjustments is the 

reflection of the very substantial increases APS has experienced in the cost of 

fuel, especially natural gas, and purchased power from other utilities and 

unregulated merchant power entities. These two categories of cost have been 

increasing at an annual rate of 23% percent sjnce 2003, which was the basis for 

5 
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the fuel and purchased power portion of the 2004 Settlement and Decision No. 

67744. Even though the costs reflected in the 2004 Settlement were partially 

updated to reflect some 2003 prices, it is estimated that overall per kWh fuel and 

purchase power costs will have increased by at least 54% by the end of 2006, 

which is when the rates requested in this proceeding are proposed to take effect. 

These increases are offset, at least partially, by the Company’s successful gas 

and power hedging program. In this Application, A P S  is proposing a program 

whereby A P S  shareholders would shoulder another 10% of the risk from 

hedging activities and, correspondingly, realize another 10% of any realized 

gain from hedging. The other 90% of either gains or losses &om hedging would 

be reflected in the PSA calculations (and thus subject to the current 90/10 

sharing mechanism), as is presently the case. 

Another issue presented in this proceeding is the Company’s request to include 

the Sundance generating assets into the A P S  rate base at cost-of-service, 

although this inclusion accounts for less than 2% of the proposed increase in 

base rates. The Sundance ‘assets were prudently acquired through an open and 

fair competitive bidding process to serve A P S  customers, and these assets have 

been and will continue to be “used and usefirl” in providing service to the 

Company’s customers in the future. Thus, they are entitled to cost-of-service 

rate treatment under traditional criteria previously established by this 

Commission. 

Environmental compliance costs are another area in which A P S  faces increasing 

challenges in the firture. In an attempt to get ahead of the curve, A P S  is asking to 

implement an Environmental Improvement Charge (“EIC”) that will allow 

6 
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f II . 

Q. 

A. 

recovery of the revenue requirement associated with Commissiori-approved 

environmental improvement programs on an annual basis. The EIC would add 

an additional $4.3 million to the Company’s request, or 0.20%. See SFR 

Schedule A-1. In addition, A P S  is proposing to suppoa the development and 

utilization of renewable resources by implementing Green Power tariffs, which 

would allow, but not require, customers to subscribe to specific levels of energy 

from a variety of renewable sources. 

A P S  REOUEST 

A. Nutwe of the Request 

WOULD YOU PLEASE SUMMARIZE THE COMPANY’S REVENUE 
REQUEST? 

A P S  is seeking to increase base rates by some $450 million, or 21.34% on 

average, based on annuahzed Test Year sales. This request would have been 

approximately $169 million or approximately eight percentage points (based on 

November 30, 2005 market prices) more, had the Company not prudently 

hedged fuel costs through its hedging process. This rate request produces a 

6.37% return on the Company’s fair value rate base of $6,120,755,000. See SFR 

Schedule A-1. A 6.37% return on fair value rate base is approximately equal on 

a dollar basis to A P S ’  cost of capital (expressed in terms of return on original 

cost rate base) of 8.73%. Consistent with Commission practice for many years, 

fair vaIue rate base is simpiy the arithmetic average of original cost rate base and 

reconstruction cost new rate base. Mr. Froggatt sponsors the weighted cost of 

capital calculation, as reflected on SFR Schedule D-1; the fair value rate base 

calculation is sponsored by Ms. Rockenberger. 
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To promote and enhance the development and utilization of renewable 

resources, and to hrther protect Arizona’s environment, the Company is 

submitting several new proposals. The Company is proposing adaption of an 

EIC that would provide for a timely recovery of the cost for the substantial 

capital investment necessary for adding or improving environmental controls in 

the Company’s generation facilities. The EIC would initially be set at 

$0.000152 per kWh, and would increase revenues by another $4.3 million based 

on adjusted Test Year sales. The Company is also seeking authorization for 

Green Power tariffs, which would offer our customers energy from a variety of 

renewable resources at a more affordable price than an exclusively solar 

offering. In addition, A P S  is submitting a net metering proposal, which is a pilot 

program for renewable resource generation facilities with a nameplate rating of 

10 kW or less, where the customer’s renewable facilities and load are located at 

the same premise. 

The revenue requirement incorporates the Company’s cost of capital at 

September 30, 2005. That cost of capital is, in turn, premised on an 11.50% 

COE, which i s  the mid-point of Dr. Avera’s recommendation. It also reflects a 

higher percentage of common equity capital than utilized in the Company’s last 

rate proceeding. Increasing Pinnacle West Capital Corporation’s (“Pinnacle 

West”) equity investment in A P S  was necessary for the Company to address the 

stated concerns of ratings agencies and others over the increasingly leveraged 

nature of A P S ’  capitalization. In Decision No. 68295, the Commission 

recognized that the increase in A P S ’  equity by more than $450 million through 

investments by Pinnacle West and the retention of earnings would improve the 

likelihood for the Company to obtain capital on better terms. 
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Q- 

A. 

Q- 

A. 

A P S  is requesting that its rate request become effective no later than December 

3 1 , 2006. As I have already noted, if the Commission grants interim rate relief, 

the incremental amount of the rate increase sought in this docket would be 

reduced by that amount. The Company is further requesting certain changes to 

its currently approved PSA to make that rate mechanism fairer and more 

effective in its dual role of cost recovery and providing price signals to our 

customers about the price of energy. For this filing, APS has also performed a 

technical update of the depreciation rates that were authorized in Decision No. 

67744 and is requesting that the Commission approve those depreciation rates. 

A P S  is also requesting approval of current amortization rates, including two new 

rates, for certain of the Company’s tangible and intangible property. Ms. 

Rockenberger discusses this latter request in her direct testimony. 

HOW WOULD THE GRANT OF EMERGENCY RATE RELXEF EFFECT 
THE RATE RELIEF SOUGHT TN THIS DOCKET? . 

If the Commission grants the emergency rate increaseof $299 million that was 

requested in Docket No. E-0 1345A-06-0009, the Company’s request for 

additional relief in this docket would be reduced incrementally by that amount. 

B. Key issues 

WHY MTST APS SEEK ANOTHER RATE INCREASE AFTER 
RECEIVING A RATE ADJUSTMENT IN APFUL 2005? 

First of all, I must note that the April 2005 increase was requested in June of 

2003, over 21 months earlier, and was largely based on 2002 costs. That being 

said, there are several factors that have caused A P S  to seek additional rate relief 

in a relatively short time period, but let me concentrate on two of the primary 

reasons. The first is the rising fuel and purchased power costs and the need to 

set the base he1 rate at the appropriate level. The second is the need for an 
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Q. 
A. 

improved capital structure and higher equity return, so the Company can obtain 

financing at reasonable rates in order to make the capital investments necessary 

to address the needs of our fast-growing service territory. 

PLEASE EXPLAIN. 

APS’ fuel and purchased power costs have increased far beyond the level that 

existed when the 2004 Settlement was negotiated and have continued to increase 

since the 2004 Settlement was approved. Although other A P S  costs have 

increased as well, escalating he1 and purchased power expenses are clearly key 

drivers of this rate request. In his testimony, Mi. Ewen explains the 

compounding impact on these costs of both higher unit prices and growth. M i  

Robinson notes in his testimony that Decision No. 67744’s imposition of a total 

he1 cost cap of approximately $776.2 million under the existing PSA mandates 

the filing of a new general rate case this year to lift that cap and update base fuel 

and purchased power costs, irrespective of other factors. Mr. Robinson also 

discuses, and I wish to echo the point, that the prospect of adding very 

significant new purchased power resources in 2007, as a result of the RFP 

process mandated by Decision No. 67744, emphasizes the importance of both 

retaining and improving upon the PSA mechanism and updating base fuel costs 

to 2006 levels, as we have proposed in this Application. 

Also, meeting the demands of growth in APS’ service territory is essential. A P S  

has the second fastest growing service territory in the nation, as discussed later 

in my testimony. As such, it is critical to have access to capital at reasonable 

rates to provide the necessary infrastructure for these new customers. To 

maintain that access requires A P S  to strengthen its capital structure and earn its 

COE. 
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ARE THERE OTHER SIGNIFICANT ISSUES RAISED E4 THE 
COMPANY’S APPLICATION? 

Yes, another significant issue is the changes to the PSA, which are discussed at 

length in Mi. Robinson’s testimony. This issue impacts the calculation of base 

firel costs through the implementation of our proposal to share the risks and 

rewards of hedging. 

Another important area addressed in this Application is the significant programs 

that the Company is proposing to support renewable energy and protect the 

environment. This includes the implementation of the EIC and the Green Power 

and net metering offerings. Mr. Fox addresses these environmental proposals in 

his testimony; Mr. DeLizio addresses the mechanics of the EIC and the tariff 

offerings. 

WHAT ARE TEE CHANGES TO THE PSA THAT THE COMPANY IS 
PROPOSING? 

M i  Robinson is the primary witness on this subject, so I will merely summarize 

our proposal. First, we are asking the Commission to permanently eliminate, or 

substantially raise, both the total fuel cost cap of $776.2 million and the $100 

million surcharge “trigger.“ Second, A P S  believes the present four mill 

cumulative “lifetime” limit on annual PSA adjustments should be converted to 

an annual limit, consistent with the position taken by all the settling parties in 

the Company’s Iast rate proceeding. Third, because the intent of the PSA is to 

encourage least cost resource acquisition, the 90/10 cost sharing mechanism 

should be modified to exclude certain resources, such as renewable energy and 

the resources acquired through competitive solicitation. Lastly, A P S  is proposing 

to share an additional 10% of the gains and losses fiom hedging activities, thus 
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A. 

effectively bearing a greater share of the risk of price volatility for the kvo most 

volatile components of fuel cost, which are gas and purchased power. 

WHAT IS THE EIC? 

The EIC, as described by Mr. Fox and Mr. DeLizio, allows A P S  to recover the 

revenue requirements associated with environmental improvement programs, 

subject to approval in advance by the Commission. This will provide a dedicated 

fbnding source to allow the financing of these improvements and their 

subsequent operation in between general rate proceedings. As these .costs are 

eventually rolled into base rates, the EIC will .be adjusted downward. 

B. 

M R .  WHEELER, WOULD YOU DISCUSS HOW RAPID GROWTH IN 
THE COMPANY’S SERVICE TERRITORY €€AS AFFECTED U S ?  

Meeting the demands of growth in APS’ service territory is a significant 

challenge for A P S .  A comparison of growth in retail electric sales for A P S  

versus the country as a whole is shown on Attachment SMW- I .  Since 1990, total 

retail electricity sales for A P S  have grown by 73%, or an estimated 30% faster 

than total U.S. electricity sales. By 2005, Arizona’s population had increased by 

36% more than the U S .  population over the same period. 

The Challenges of Fast-Paced Service Territory Growth 

A P S ’  growth should come as no surprise. At its current rate of growth, the state 

of Arizona increases its population by 150,000 to 200,000 people annually, 

which is equivalent to adding a city the size of Tempe each year. All of these 

people need homes to live in, places to work, and businesses at which to shop. 

This explains why Arizona continues to rank so highly across the country in 

such indicators of economic growth as housing construction and job growth. 
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A. 

Typically, about half of this growth occurs in the A P S  service territory. in order 

to keep these new homes and businesses supplied with electricity, A P S  must 

invest in new electric generation, transmission, distribution, and supporting 

facilities on an on-going basis. 

If growth were constant from year to year, planning for and adding these new 

facilities would be a routine matter. However, growth is not constant every year 

and, in fact, can be quite volatile depending on economic conditions. Although 

some of this volatility can be anticipated, particularly in the near-term, 

forecasting economic growth and the associated demand for electricity is, at 

best, an imprecise science. Therefore, the Company's plans must account for 

this uncertainty. With reliability as the cornerstone of resource planning, this 

means that A P S  must add generation and distribution facilities in advance of 

demand growth and during periods of heightened volatility, so that such 

investment may lead the demand growth by several years. 

HOW DOES GROWTH IN ARIZONA COMPARE WITH OTHER 
REGIONS OF TFE COUNTRY? 

Arizona has historicalIy been and, for the foreseeable fbture, is expected to be 

one of the fastest-growing states in the country. For each decade in the 20* 

century, Arizona consistently ranked among the top five states for population 

growth in percentage terms, and is poised to do so again through at least the first 

decade of the 21" century. From 2000 to 2030, Arizona is projected to be the 

second fastest growing state (behind only Nevada). Often, one of the reasons 

that a region may have a large percentage increase in popuIation is because a 

relatively modest absolute number of people are added to a small existing base. 

This was the case for Arizona when it was a small state (as measured by 
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A. 

population), even as late as the 1970’s, but is less the case now as Arizona grows 

in size. Arizona is now the 18& most populous state in the country and continues 

to grow rapidly. Arizona is projected to be the loth iargest state by 2030. Indeed, 

a recent study showed that Phoenix was the fastest growing city, in terms of 

absolute numbers, in the United States. 

To put this in context with national averages, Attachment SMW-2 shows how 

Arizona’s population has grown since 1990 relative to US. population growth. 

Population levels are indexed against 1990 for both Arizona and the entire 

United States, so that an easy comparison can be made between the two. It is 

apparent from the chart how much difference in total population a growth rate 

three times the national average will make over a 10 or 15 year period. Through 

2005, Arizona’s population had increased by 36% more than the U.S. population 

over the same period. 

HOW SIGNIFICANT ARE THE CHANGES IN GROWTH RATES 
FROM YEAR TO YEAR XN DEVELOPZNG YOUR COMPANY’S 
PLANS? 

The changes in annual growth are very significant in the Company’s planning 

process. Population and household growth vary with the strength of the national 

economy, and this fact will be reflected in the number of new customers A P S  

will serve in any given year. These new customers include both residential 

homes and apartments, as well as new commercial and industrial business 

establishments. Attachment SMW-3 shows the changes in APS average annual 

retail customer growth over the last 25 years. One can see that there are periods 

of high growth, such as in the mid to late 1990s and in 2004, and there are 

periods of reIativeIy slower growth, which tend to be concentrated in and around 
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A. 

Q- 
A. 

Q- 

periods of economic recession, such as the early 1980s, the early 1990s and in 

200 1-2002. 

This highlights the additional growth pressures that are present in Arizona and in 

the A P S  service territory that are over and above those seen at the national level. 

It also highlights why A P S  has to be so concerned about its future ability to 

meet the challenges of such growth, bo# from the standpoint of its financial 

strength and the consistency of its regulation. 

ARE THEXU3 OTHER FACTORS THAT ADD TO THE UNCERTAINTY 
OF ELECTRICITY DEMAND GROWTH? 

Yes. A large portion of the electricity demand A P S  serves is weather-sensitive, 

so the natural fluctuations in weather from year to year can have a dramatic 

effect on the peak demand that A P S  resources must meet and the total amount of 

energy that must be supplied in any given time period. In addition, unique 

factors emerge fi-om time to time that have impacts on electricity demand 

beyond those related to overall economic growth or weather. For example, the 

decline in the relatively energy-intensive copper mining industry in the late 

1990s has affected the growth rate in A P S  sales. AdditionalIy, conservation 

efforts undertaken by our customers in the both the summers of 2001 and 2004 

were factors that impacted the. Company‘s sales growth in unpredictable ways. 

DOES APS EXPECT GROWTH TO CONTINUE INTO THE FUTURE? 

Yes. APS’ current forecast expects the Company’s energy sales to grow at an 

average annual rate of 3.5% until 2010, based largely on the strength of the 

continued high population and customer growth. 

HAS GROWTH ALSO AFFECTED THE DELIVERY SIDE OF APS? 
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A. Yes. On the transmission, distribution and customer service side of APS’ 

business, the challenges match, or perhaps even exceed, those on the generation 

side. The delivery challenges of meeting customer growth - while maintaining 

high levels of reliability at a reasonable cost - are multifaceted and formidable. 

As noted earlier, over the last decade (1995-2005), A P S  has experienced annual 

customer growth of about 3.590, adding nearly 315,000 new customers. This 

growth has not been exclusively a Phoenix phenomenon; growth in APS’ five 

divisions, which includes rural areas, has averaged between 2.8 and 4.2% per 

year over the decade. 

Despite this rapid growth, A P S  now provides service with fewer employees per 

customer. In 1995, A P S  served 167 customers per employee; in 2005, A P S  

served 220 customers per employee, an increase in productivity of 32%. To 

service its over one miltion customers, A P S  owns and maintains 386 

substations, 5039 miles of transmission lines, and 26,839 miles of distribution 

lines. 

One aspect of the AF’S service territory often overlooked is that A P S  serves a 

large rural and sparsely populated area, in addition to the urbanized ValIey 

region. Consequently, on average, A P S  serves just 21 customers per square 

mile. In contrast, SRP and Tucson Electric Power - the other two large Arizona 

electric utilities - serve 296 and 331 customers per square mile, respectively. 

Compared to urban areas, service territories with low customer density are more 

expensive to serve per customer. There are two reasons for this: the costs of 

wires, transformers, and other items must be recovered over a smaller base and 

the costs themselves are greater. It can also be more difficult to maintain 
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A. 

reliable service in these rural areas. In those areas, service lines are l o ~ g  and 

there are more opportunities for intemption due to factors such as fire or storm 

damage. 

WHAT ARE SOME OF THE SPECIFIC WAYS THE COMX'ANY HAS 
MET THE CHALLENGES OF GROWTH? 

First, A P S  has made significant investments in essential facilities. Over the last 

decade (1995-2005), A P S  has invested $2 billion on transmission and 

distribution infi-astnrcture to keep up with the rapid growth in the number of 

customers. A P S  also plans to invest approximately another $1 billion in its 

transmission and distribution systems over the next three years for growth alone. 

A P S  has turned those expenditures into some impressive total increases in 

electrical infrastructure. To serve &e 315,000 new customers, APS has added 

and built over the last decade: 

0 

0 

0 52 new distribution substations and 5 new transmission 

4130 MW of distribution substation capacity, a 55.2% increase; 

3427 M W  of transmission capacity, a 18.0% increase; 

substations; 

339 new distribution feeders giving us an additional 4206 MW of 

feeder capacity, an increase of 54.1%; 

236 miles of transmission lines (APS sole. ownershp); and 

35.68 miles of transmission lines (Participant owned). 

0 

* 

In addition, APS has completed nearly 6925 miles of distribution lines, an 

increase of about 34.8%. 
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A. 

Q. 

A. 

PLEASE DESCRIBE GENERALLY TH33 TYPE OF PROJECTS APS HAS 
PLANNED OVER THE NEXT THREE YEARS TO KEEP UP WITH 
GROWTH, AND MAINTAIN AND IMPROVE EXISTING FACILITIES. 

There are three general components of the projects planned to meet growth - 

Transmission Additions and Improvements (“TA&II”), Distribution Additions 

and Improvements (“DA&I”), and Customer Service. The latter component 

includes meters, transformers, and the services and extensions associated with 

connecting new customers. 

TA&I capital projects are designed to increase capacity on the 69kV, 230kV, 

345kV and 500 kV transmission system to meet the system peak demand. Other 

projects include new 69kV Line additions, rebuilds and reconductoring, and 

23 OkV/69kV substation additions and upgrades. 

As to the other two components of the delivery business, DA&I capital projects 

are designed to increase capacity on the distribution system to meet more local 

peak demands. Customer Service work projected over the next three years 

includes the installation of meters, transformers, and services and extensions 

infrastructure needed to provide electric service to approximately 120;OOO new 

residential, commercial and industrial meters. 

IF POPULATION GROWTH IN A P S ’  SERVICE TERRITORY CEASED 
TOMORROW, WOULD APS STILLHAVE WORK TO DO? 

Yes. Even without any growth, A P S  would incur ongoing capital costs for the 

planned replacement of generation, transmission and distribution plant to assure 

continued high levels of reliability. To maintain and improve its existing 

facilities, A P S  plans to invest approximately $900 million in just the next three 
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A. 

years on production (generation) plant, which includes capital replacements and 

nuclear fbel, as well as transmission and distribution capital replacements. 

D. 

HOW DOES APS KEEP CUSTOMXRS INFORMED ABOUT THEIR 
EMERGY USAGE AND CONSERVATION OPTIONS? 

A P S  provides extensive infomation to customers about their energy use and 

how to improve energy efficiency through a variety of channels, including its 

website (APS.com), customer newsletters, brochures, energy guides, fact sheets, 

the A P S  Energy Answer Line (phone), biII messaging, TV, radio, and 

newspapers. 

Conservation and Demand Side Management Programs 

APSxom features an entire section devoted to saving energy, including a free 

on-line energy audit for both residential and small commercial customers. A P S  

also has a wide variety of energy-efficiency brochures, including a series of 14 

residential and 18 commercial “Energy Answers” fact sheets that cover specific 

energy-efficiency topics. The A P S  newsletter regularly features energy savings 

tips and information about APS energy efficiency programs and special 

promot ions. 

For customers in existing homes, A P S  provides referrals to qualified heating and 

cooling contractors who have met specific program training requirements. 

Participating contractors receive training in key installation issues to improve 

energy efficiency, such as refrigerant charging, sizing, and equipment airflow. 

This program has been offered since 1998. In just the first half of 2005, A P S  

provided 3400 customer referrals and trained over 180 contractor technicians 

through this program. A P S  customers can learn about the features of 
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A. 

heating/cooling systems that effect their home’s performance by reading the free 

20-page “ A P S  Consumer’s Guide to an Energy Efficient AC System”. 

For new construction, A P S  promotes high efficiency construction practices that 

meet or exceed national Environmental Protection Agency (“EPA”)/Department 

of Energy’s (“DOE) “Energy Star” standards. In 2004, the A P S  new 

construction program won the Association of Energy Service Professionals 

national award for achievement in energy services programs. Since the program 

started in 2001, over 10,000 homes have been committed to be built to program 

standards. APS customers can learn more about energy efficiency features to 

consider in their new home by reading the free 20-t page “APS Homebuyer’s 

Guide to an Energy Efficient New Home”. 

For residential customers that have been with the Company for at least six 

months, A P S  now offers an “annual use” letter that provides a summary of the 

previous year’s electric consumption as well as informative messages about 

payment options and other messages tailored to their situation. For example, 

time-of-use customers receive tips on shifting energy use to off-peak hours. 

HAS THE COMPANY DEVELOPED ANY ADDITIONAL ENERGY 
EFFICIENCY PROGRAMS AS A RESULT OF DECISION NO. 67744? 

Yes, as required by Decision No. 67744, A P S  will significantly increase DSM 

program activity. The Company was required to spend $48 million on DSM 

programs through 2007, which assumed timely Commission approval of 

sufficient DSM programs to achieve this goal. In addition, Decision No. 67744 

required A P S  to implement and maintain a collaborative DSM working group, 

which includes representatives from the Residential Utility Consumer Office, 

Southwest Energy Ef5ciency Project, Western Resource Advocates, the 
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Department of Commerce Energy Office, Arizonans for Electric Choice and 

Competition, Commission Staff, and others. On July 1, 2005, APS submitted a 

“DSM Portfolio Plan” pocket ## E-01345A-05-0477) that was developed in 

conjunction with this coIlaborative group. 

The DSM Portfolio Plan includes a balanced mix of ten energy efficiency DSM 

programs that will provide the opportunity to benefit from at least one program 

to a11 our customer segments. For residential customers, the portfolio includes 

programs for existing homes, new construction, consumer products, and special 

programming for low-income customers. For non-residential customers, the 

portfolio includes programs targeted to small commercial business customers, 

large existing facilities, and new construction. The plan includes specific 

funding to help schools save energy costs. The non-residential portfolio also 

includes funding for commercial building operator training and energy 

information services. 

With $48 million in DSM spending, A P S  estimates that the DSM program 

portfolio, when approved by the Commission, will provide 51 MW of demand 

reduction over the expected life of all the DSM measures. This corresponds to 

3.4 million in saved MWh. 

HAS U S  IMPLEMENTED ANY OF THESE NEW DSM PROGRAMS A5 
A RESULT OF DECISION NO. 677441 

Yes. One program is currently being implemented, and as of the date of this 

filing, several others are waiting for Commission approval. The approved 

portion of the Consumer Products program, which promotes EPAJDOE Energy 

Star approved compact fluorescent lighting, commenced on October 5,  2005 as 

part of the national “Change a Light, Change the World” campaign. The 
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A. 

program works with retailers and lighting manufacturers to provide special 

discounted pricing on energy efficient compact fluorescent lamps (“CFLs”) at 

local retail stores. This makes it easy for customers to participate and encourages 

high program participation rates. Since October 5, 2005, the program has 

already resulted in sales of more than 350,000 CFLs in the A P S  service area, 

resulting in estimated savings of more than 105,000 Murh over the expected life 

of the lightbulbs. 

In addition, A P S  is currently conducting a DSM baseline and market potential 

study to form the basis for supporting and evaluating DSM programs. This study 

was approved by the Commission in Decision No. 678 16. 

IS THERE: ANYTHING ELSE THAT APS IS DOING RELATED TO DSM 
AT TRlS TIME? 

Yes. In addition to ongoing messages about energy conservation, A P S  

encourages customers to manage their peak energy demand. Over 375,000 

residential customers are currently enrolled in time-of-use rates that encourage 

customers to shift their usage to off-peak hours. This is a larger .program than 

any other utility in the nation. A P S  has proposed additional time-of-use rate 

plans to fiirther encourage customers to inanage peak demand. The proposed 

new time-of-use rate is discussed in detail in Mr. Rumolo’s testimony. 

In addition, A P S  conducts seasonal promotions to manage summer peak energy 

demand. For the past five years A P S  has promoted Power Partners, a voluntary 

energy savings and peak demand management program for commercial 

customers who pledge to reduce consumption on peak summer days when 

temperatures exceed I1 0 degrees. Nearly 100 commercial customers have 
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N. 

Q. 
A. 

Q. 

A. 

partkipated each summer. As another reminder to customers to reduce psak 

demand, A P S  has promoted ‘‘enera, enough to use not enough to waste” 

messages as needed during the past few summers. 

CONCLUSION 

DO YOU €€AYE ANY CONCLUDING REMARKS? 

Yes. In this proceeding I hope that the Commission will recognize the need to 

set rates in a timely manner that reflect the higher costs A P S  is incurring to 

provide reliable service to its customers. In large part, these are higher &el and 

purchased power costs that APS has only a very limited ability to control. A P S  

also has significant capital requirements for reliability-related resources, such as 

the Sundance generation assets, as well as to meet the rapid growth of its 

delivery system. To meet those requirements, AF5 must be financially strong 

and must be perceived as such by the investment community. 

DOES THXT CONCLUDE YOUR PREFILED DIRECT TESTIMONY IN 
THIS PROCEEDING? 

Yes ~ 

23 



I 

\ 

- 

i 
00 C=066 C 



N 

I 



\ 

( 

i 
---l 



1 

L 2  

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

1d 

1: 

1t 

1' 

1I 

I! 

21 

2 

2 

2 

2 

2 

gbw 

26 

REBUTTAL TESTIMONY OF STEVEN M. WHEELER 

On Behalf of Arizona Public Service Company 

Docket No. E-01345A-05-0816 

September 15,2006 

I 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

b 

w 

t 
d 

I. 

11. 

111. 

IV. 

V. 

VI. 

VII. 

VIII. 

TABLE OF CONTENTS 

Introduction .. ..... ....... ........ .... .. ..... . . . .. .... . .... .. .. .... .. . .. .. .. . .. ........ ... ....... . ....... . .. ,. ......... 1 

Sunnmary of Rebuttal Testimony .......................................................................... 2 

Revised APS Revenue Requirement ... ... .... . . . .. . . . . . . . . . .. . . . . . . . . . . .. .. . . . . . . . . . . .. . . . . . . . . . . . . . .. .. 8 

Staff and RUCO Recommendations ... .. . . .. .. . . ,. . ... . . .. . .. . . . . . . . . . . ... . . ... . . . . . . . . . . . . . . . . . . . . ._.. .9 
Regulatory Lag and Attrition . . . . ... .. . .... ........ .. ,.. . . . . .. .. .. . ........ . ........... . . .. ... . ...... ...... 13 

Palo Verde Performance Plan ............................................................................. 20 

Incentive pay and Government Affairs ............................................................... 2 1 

Conclusion. .__.. ... .. ... .......... .... .. .... . . ...._.... ...... .. ... . -.. . . .... . ...... ... .... .. ... . . . . . . . ... ...._. , ..... 25 

Adjustment to SFR Schedule A-1 .............................................. Attachment SMW-1RB 

Potential Adjustments to Maintain Financial Integrity ................ Attachment SMW-2RB 

- 1 -  



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

9c‘ 14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

0.. 

h 
w 

I. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

mBUTTAL TESTIMONY OF STEVEN M. WHEELER 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

(Docket No. E-01345A-05-0816) 

INTRODUCTION . 

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION. 

My name is Steven M. Wheeler. I am Executive Vice President, Customer 

Service and Regulation for Arizona Public Service Company (“APS” or 

“Company”). In that role, I am responsible for customer service and regulatory 

matters affecting the Company before the Arizona Corporation Commission 

(“Commission”) and the Federal Energy Regulatory Commission (“FERC”). I 

am also responsible for the planning, construction, maintenance and operation of 

the A P S  transmission and distribution systems. 

HAVE YOU PREVIOUSLY FILED DIRECT TESTIMONY IN THIS 
PROCEEDING? 

Yes. 

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN =IS 
PROCEEDING? 

My rebuttal testimony presents and summarizes a revised revenue requirement 

based on the rebuttal testimony of other A P S  witnesses. In this regard, I will 

sponsor Adjustment to SFR Schedule A-1 (Attachment SMW-1RB). I then 

briefly discuss the Company’s overall reaction to the revenue requirement 

recommendations of Commission Staff (“Staff’) and the Residential Utility 

Consumer’s Office (“RUCO’). I also address the increasingly troublesome 

problem of regulatory lag and offer potential solutions. Next, I comment on Staff 

consultant Jacob’s suggestion for an operating performance plan covering the 

Palo Verde Nuclear Generating Station (“Palo Verde”). Lastly, I will respond to 

1 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

b 

M 14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

L 

several af the specific adjustments to the Company’s revenue requirements 

proposed by Staff and/or Intervenor witnesses. 

SUMMARY OF REBUTTAL TESTIMONY 

WOULD YOU PLEASE SUMMARIZE YOUR DIRECT TESTIMONY? 

Yes. Each of the parties making a recommendation to this Commission on APS 
revenue requirements has acknowledged the need for an increase in base rates. 

There is, however, significant disagreement over how large that increase should 

be. A P S  has reviewed the proposals of Commission Staff and RUCO, and 

independent of the merit for some of the specific adjustments proposed by those 

two parties, their final recommendations simply do not produce a reasonable 

result even as measured by their own criteria. As is shown in APS witness 

Brandt’s Rebuttal Testimony, A P S  will not earn a return on equity equal to even 

the lowest recommended cost of equity under either recommendation. Its key 

financial metrics will be in the junk category by the first year that rates based on 

these recommendations will have been in effect, and will drop hrther in 2008. 

We therefore ask the Commission to reject the major Staff and RUCO 

adjustments that lead to these dire circumstances. 

In addition, APS has proposed, but not included in its test period revenue 

requirements, several potentia1 adjustments to test year revenue requirements 

that are in response to and are necessary to compensate for the clearly 

inadequate revenue requirements recommendations of Staff and RUCO. One 

adjustment consists of the incremental revenue deficiency on a portion of the 

additional distribution, generation and general plant to be added through 

December 3 1 ,  2006. A second is an attrition adjustment to the cost of equity to 

recognize the fact that in the absence of such an adjustment, APS will have NO 
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opportunity to earn its cost of capital, irrespective of what the Commission finds 

that cost of capital to be. Yet another is based on our Constitution’s “fair value” 

requirement. Similarly, A P S  witness Don Brandt discusses additional 

ratemaking techniques that can be used to preserve and improve the Company’s 

financial condition. These are in response to a letter from Chairman Hatch- 

Miller. One of these, the inclusion of construction work in progress (“CWIpYy) in 

rate base is discussed in my Rebuttal Testimony while the other, accelerated 

capital recovery, is not. Taken together, there is the potential for adding up to 

10.8% in additional revenue requirements to the Staff and RUCO 

recommendations. See Attachment SMW-2RB. 

While these results realized under the Staff and RUCO revenue requirement 

recommendations are clearly disturbing and would represent a step backward 

fiom the level of regulatory support heretofore provided by this Commission, it 

was equally disturbing that neither Staff nor RUCO made any analysis 

themselves of the likely consequences of their overall revenue requirement 

recommendation. In its regulations, the Commission requires that A P S  provide 

information on the financial results produced by its rate proposals in the 

immediate future should they be adopted by the Commission. I have to presume 

that the purpose for this requirement is to determine the actual financial impact 

of the Company’s proposals and that this information is an important factor in 

determining whether those proposals are ‘‘just and reasonable,” as required by 

our state constitution. The lack of any similar analysis by Staff and RUCO is a 

significant shortcoming that clouds their overall recommendations in this 

proceeding. 
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Regulatozy lag and the related problem of attrition are as old as regulation itself. 

However, given the Company’s exploding growth and associated capital 

requirements, and especially combined with the protracted regulatory process in 

Arizona, they are problems that can no longer be ignored. Regulatory bodies 

throughout the country have used a variety of means to both address the issues 

of regulatory lag and attrition and mitigate their impacts. These include 

including CWIP in the utility’s rate base, forward-looking test years, explicit 

adjustments to either test year plant or to the cost of equity, interim rates, and 

prompter rate proceedings. Another technique is based on the use of “fair value” 

rate base to produce rates that are, in practice, “just and reasonable.” One of 

these, interim rates, has already been authorized by the Commission in the form 

of the interim PSA adjustor. Continuation of this interim rate past its present 

expiration date would be one easily accomplished means of both dealing with 

regulatory lag and avoiding a “yo-yo” effect on customer rates. 

Regulatory lag and attrition are not just “utilif$’ issues. The deterioration of the 

Company’s financial condition will have direct and adverse impacts on A P S  

customers in both the quality and the cost of their service. And as is discussed in 

Mr. Brandt’s Rebuttal Testimony, these ratemaking techniques can and have 

been used for years by municipal utilities to smooth the impact of higher costs 

by getting out in front of them and adjusting rates more often and in smaller 

increments than has historically been possible for investor-owned utilities such 

as APS. 

A P S  witness Robinson and A P S  witness Ewen present Rebuttal Testimony 

outlining the serious consequences (in terms of escalating fuel cost deferrals) of 

Staff consultant Aronuk’s proposal to set the base fuel rate below the level of 
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what Stzff itself believes to reasonably reflect anticipated fuel costs when the 

new base fuel rate would become effective, Le., in 2007. This deficiency also 

partially explains the poor cash financial metrics discussed by Mr. Brandt under 

one of two possible sets of assumptions concerning Staff‘s proposals to modi@ 

the Power Supply Adjustor (“PSA”). 

Although, as discussed by Mr. Brandt, Mr. Robinson and Mr. Ewen, concurrent 

implementation of a prospective annual PSA adjustor could resolve much of the 

Company’s concern relative to 2007 PSA deferrals, we still believe getting the 

base fuel rate right to begin with is important for several reasons. Setting the 

base fuel rate too low in the Company’s last rate case led to spiraling fuel cost 

deferrals that eventually necessitated a series of PSA surcharge requests and an 

emergency rate application. I am sure the Commission has no desire to repeat 

this pattern in the present base rate proceeding and note that no other party has 

taken exception to the Company’s calculation of base fuel costs, although AECC 

witness Kevin Higgins did modify that calculation for one and only one impact 

- the decline in fuel prices since November 30, 2005. Second, until we have 

some clarification from Staff concerning its specific PSA proposal, there 

remains the possibility that A P S  would have to absorb 10% of the difference 

between the Staff and APS base fuel cost numbers. Because 2007 fuel costs are 

essentially already fixed, this would be nothmg less than an automatic 

disallowance of otherwise prudent fuel costs. 

The Company’s revised additional revenue requirement is $45 1.3 million per 

year. Thus, APS is reducing its overall base rate increase request by roughly $7 

million, although as discussed in the Rebuttal Testimony of APS witnesses Fox 

and DeLizio, the requested Environmental Improvement Charge (“EIC”) has 
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been increased by a little over $200,006. APS has also accepted Staffs proposal 

to institute an Environmental Portfolio Standard surcharge of $4.25 million. The 

net impact is to reduce the overall asking from 21.3% to 21 -2%. The percentage 

of the overall request related solely to higher fuel costs has risen from 14% in 

our original Sling to  15.6% in Attachment SMW-IRB. 

In arriving at its revised annual revenue requirement, A P S  has accepted, in 

whole or in part., a number of Staffs and RUCO’s proposed adjustments to the 

Test Period. In addition, A P S  has corrected or, in the case of firel and purchased 

power expense, updated its previous pro forma adjustments to be more 

representative of the period new rates will become effective, which now appears 

to be sometime in the first quarter of 2007. The Company’s revised revenue 

requirement is summarized on Attachment SMTN-1RB to my Rebuttal 

Testimony. 

Staff consultant Jacobs has suggested an operating performance plan covering 

Palo Verde. Other expert A P S  witnesses discuss this issue in more detail. I 

would only state that Dr. Jacobs’ proposal does not address all the important and 

relevant issues in sufficient detail to support adoption of such a performance 

plan. Moreover, any consideration of a generating unit performance plan, at a 

minimum, should: (1) heed the NRC’s warning not to create perverse incentives 

that could compromise safety; (2) be symmetrical in that it provides the 

opportunity for both penalties and reward; (3) ,be comprehensive in that it would 

cover all base load generation; (4) allow for a range of reasonable operating 

performance that provides neither rewards or penalties; (5) recognize 

extraordinary events and the unique characteristics of APS generation; and (6) 

cap both penalties and rewards at a reasonable amount. 
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APS has an employee incentive program that grants both cash and stock 

incentives as part of overall employee compensation. And as is indicated in the 

testimony of Mark Gordon, A P S  incentive compensation is in line with that of 

other electric utilities and is an important tool in retaining and motivating 

employees. RUCO’s proposal to eliminate 20% of that compensation is arbitrary 

and based on no analysis of either the program itself or overall A P S  employee 

compensation levels, including stock and cash incentives. Staff consultant 

Dittmer, on the other hand, concluded that the cash incentive payments were 

reasonable but disallowed all stock incentives on the faulty premise that the goal 

of improving the Company’s frnancial performance was somehow contrary to 

the interests of customers or at least did not benefit customers. Like RUCO, Mr. 

Dittmer did not find that overall A P S  employee Compensation or even the 

compensation of employees receiving stock incentives was unreasonable. I must 

again note that in an effort to reduce the potential issues in this proceeding, A P S  

had already eliminated ALL officer incentive payments from its test period cost 

of service. 

APS also has departments that represent the interests of the Company and its 

customers at both the state and federal level both with legislative bodies and 

administrative agencies. Often A P S  representatives appear at the request of 

these governmental bodies to provide expert testimony and other information on 

pending matters. The cost to run these departments is allocated by APS between 

“below-the-line” activities that do not directly benefit A P S  ’ regulated utility 

operations and “above-the-line” activities that are intended to and do benefit 

A P S  customers. The resulting cost savings and other benefits are and should be 

reflected in rates, but then so should be the cost of activities that help to produce 
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these very savings. Staff consultant Dittmer’s blanket dismissal of these costs as 

somehow per se unreasonable fails to acknowledge the contribution of these two 

departments to reducing costs to our customers. 

In response to testimony f?om Staff and certain intervenors, as well as various 

Commissioner letters in this Docket, APS has also submitted: (1) revisions to its 

“Green Pricing” proposal; (2) a new optional “Total Solar” rate schedule; (3) 

new and revised partial requirements rates; and (3) discussions of topics ranging 

from the EPS to hook-up fees. Although some of these issues are specifically 

discussed in my own Rebuttal Testimony, as the lead Company witness in this 

proceeding, I believed .it appropriate to.mention these important aspects of our 

overall case before the Commission. 

REVISED A P S  REVENUE REOUIREJMENT 

WOULD YOU PLEASE SUMMARIZE THE COMPANY’S REVISED 
REVENUE REQUIREMENT? 

APS is seeking to increase base rates by some $451.3 million, or 21.2% on 

average, based on annualized test period sales. Of that amount, approximately 

$331 million or 15.6% is directly related to fuel. This rate request produces a 

6.37% return on the Company’s fair value rate base of $6,110,995,000. See 

Attachment SMW-1R. Such return is approximately equal on a dollar basis to 

A P S ’  cost-of-capital (expressed in terms of return on original cost rate base) of 

8.73%, not including the aforementioned adjustment to the cost of equity for 

attrition. Consistent with our original filing, fair value rate base is simply the 

arithmetic average of original cost rate base and reconstruction cost new rate 

base. But as I will discuss later in my Rebuttal Testimony, changing the 
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weighting of these two components of “fair value” is another way of dealing 

with attrition. 

ARE YOU SPONSORING ANY OF THE SPECIFIC ADJUSTMENTS TO 
THFC ORIGINALLY REQUESTED RATE INCREASE THAT HAVE 
RESULTED IN THE REVISED APS REVENUE REQUIREMENT? 

No. However, I do discuss both the need to use the most updated estimates of 

fbel costs in determining base fuel costs, as also do A P S  witnesses Robinson, 

Ewen and Brandt, and the need to address regulatory lag and attrition in some 

meaningful fashion in this proceeding. 

WHY IS A P S  NOT INCREASING ITS BASE RATE REQUEST TO 
REFLECT THE INCREASED REVENUE REQUIREMENT 
ATTRIBUTABLE TO SOME OF THE ADJUSTMENTS YOU AND MR. 
BRANDT DISCUSS FOR REGULATORY LAG AND ATTRITION? 

APS witness Brandt indicates that A P S  can achieve marginally acceptable 

financial results with the revenue requirements A P S  has proposed on Attachment 

SMW-IRB. It is only when you add in the numerous additional adjustments 

proposed by Staff and RUCO that A P S  and its customers are faced with the dire 

consequences of failing to maintain APS as a credit-worthy business. Thus, A P S  

has brought these potential adjustments to the Commission’s attention to allow 

the Commission to consider alternative means of achieving a financially stable 

and viable A P S  and NOT to increase our requested increase. 

STAFF AND RUCO RECOMMENDATIONS 

WHAT IS THE COMPANY’S OVERALL REACTION TO THE 
REVENUE REQUIREMENT RECOMMENDATIONS OF STAFF AND 
RUCO? 

Both Staff and RUCO propose increases in A P S  base rates above the level 

established in Decision No. 67744. But, these increases in base rates will still 

leave A P S  far short of recovering its cost of providing service to customers even 
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if they were to become effective today, let alone in early 2007. Mr. Brandt’s 

Rebuttal Testimony indicates a return on equity under the Staff and RUCO 

recommendations of 6.8% and 6.0%, respectively, for 2007 and sinking to 6.3% 

and 4.6% in 2008. Key financial metrics, such as FFODebt fall fiom the 

minimal levels they achieve by the end of this year to “junk” or near “junk” 

ranges. By the end of 2008, the first full year the rates set in this proceeding 

would be in effect, all metrics used by Standard & Poor’s would be “junk” under 

the RUCO recommendation and two of the most important metrics would be in 

the “junk” range under the Staff proposal (the third is borderline). Mr. Brandt 

concludes that a downgrade of A P S  to “jLmk” bond status would be all but 

certain under either recommendation. Mr. Brandt goes on to discuss in great 

detail the very significant ADDITIONAL costs such a downgrade would impose 

on A P S  customers and the problems A P S  would encounter in raising the new 

capital necessary to serve their future needs. 

DID STAFF AND RUCO TEST THEIR REVENUE REQUIREMENT 
RECOMMENDATIONS TO DETERMINE WHETHER THEY 
PRODUCED REASONABLE FINANCIAL RESULTS FOR APS? 

No. I find this failure to be especially disturbing after going through an entire 

emergency rate proceeding during which it was emphasized over and over that 

A P S  faced severe financial stress and was in very real danger of being 

downgraded to “junk” bond status. 

In its regulations, the Commission requires that A P S  provide information on the 

financial results produced by its rate proposals in the immediate hture should 

they be adopted by the Commission. See A.A.C. R14-2-103. I have to presume 

that the purpose for this requirement is to determine the actual financial impact 

of the Company’s proposals and that this information is an important factor in 
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determining whether those proposals are “just and reasonable,” as required by 

our state constitution. 

WHY DO YOU BELIEVE RATES MUST BE “JUST AND 
REASONABLEyy WHEN ACTUALLY IMPLEMENTED AM) NOT FOR 
SOME HISTORICAL PERIOD? 

It is simply common sense. Ratemaking is inherently prospective in its 

application. As the Commission itself has stated: “The Commission’s purpose in 

a rate proceeding is to set prospective prices and terms for utility service, not 

adjudicate the reasonableness of past profits.” Decision No. 53537 at 8 

(emphasis supplied). Moreover, in Scates v. Arizona Corporation Commission, 

118 Ariz. 531, 533-34, 578 P.2d 612, 614-15 (Ariz. App. 1978), the Court held: 

“. . . the rates established by the Commission should meet the overall operating 

costs of the utility and produce a reasonable rate of return. It is equally clear that 

the rates cannot be considered just and reasonable if they fail to produce a 

reasonable rate of return - . .” The consistent use of prospective terms in this 

quote to describe both the operating costs to be recovered in rates and the return 

to be earned from such rates is a clear instruction to the Commission concerning 

the requirements of our Arizona Constitution. 

IN YOUR SUMMARY, YOU MENTIONED THE STAFF’S PROPOSED 
BASE FUEL RATE. WHY DO YOU BELIEVE THAT RATE TO BE 
INADEQUATE? 

That’s not just my conclusion. Staff consultant Antonuk concedes his base he1 

rate based on partially adjusted 2006 costs is some $150 million less than APS 

fuel costs during the first year that base fuel rate would be in effect, thus 

producing massive PSA cost deferrals under the current PSA mechanism. See 

Antonuk Testimony at 35. It is clear ITom hindsight that the base fuel rate was 

set too low in Decision No. 67744, resulting in skyrocketing deferrals ($170 
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million by year-end 2005) and the need for multiple PSA’surcharge requests. In 

this instance, we know Staffs proposed base fuel rate, standing alone, is 

inadequate, so there is no reason to repeat the same mistake. 

As is explained i~ the Rebuttal Testimony of both Don Robinson and Pete 

Ewen, Staffs base fuel rate, if combined with a prospective and timely PSA 

adjustor and certain other PSA modifications discussed by those witnesses 

(which modifications are, we believe, consistent with Staff’s PSA 

recommendation), could prove effective in recovering fuel costs in a timely 

manner. The most important of these “other modifications” is changing how h e  

90/10 sharing mechanism would apply such that A P S  does not face an automatic 

10% cost disallowance of over $15 million in otherwise prudent fuel 

expenditures just because the base fuel rate is deliberately set at an artificially 

low level. Both Mr. Robinson and Mr. Ewen further emphasis this latter point. 

However, I also agree with Mr. Robinson and Mi. Ewen that we should get the 

base fuel rate right to begin with and then adopt a prospective PSA adjustor for 

2008, when there will be more time to flesh out the procedural details for 

implementing such as adjustor. 

This case will not be resolved until 2007, and any changes to the PSA will 

require amendments to the present Plan of Administration (“POA”) for the PSA. 

To avoid the “chicken and the egg” problem we had after Decision No. 67744, 

APS has attached alternative POAs to Mr. Rumulo’s Rebuttal Testimony - one 

incorporating the Company’s proposed changes to the PSA and one 

incorporating Staffs to the extent we understand them. We ask that the 

Commission approve a POA in this proceeding so that there will be no lingering 
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questions as to the proper application of changes to the PSA, irrespective of 

what such changes may be. 

DID STAFF TAKE A POSITION ON THE 7 MILL INTERIM PSA 
ADJUSTOR APPROVED IN DECISION NO. 68685? 

Not specifically, but Mr. Dittmer appears to believe it will terminate at 

approximately the same time as new rates in this proceeding are implemented. 

A P S  cannot tell whether that is a Staff recommendation or merely speculation as 

to how quickly this proceeding will be decided. In either event, it would be most 

appropriate to continue the 7 mill interim PSA adjustor to synchronize its 

expiration with the rates from this case. We ask the Commission to authorize 

such synchronization. It will lessen the marginal impact of new rates on APS 

customers, eliminate a rate “yo-yo” effect, and reduce PSA deferrals. 

REGULATORY LAG AND ATTRITION 

WHY ARE YOU DISCUSSING THESE TWO ISSUES? 

First of all, Chairman Hatch-Miller asked the parties in his letter dated July 2 1 , 

2006 to address ways of enhancing A P S ’  financial strength. Second, the revenue 

requirements recommendations of Staff and RUCO highlighted the problems of 

regulatory lag and attrition and the increasing inadequacy of a historical test 

period “bottom up” approach to ratemaking that ignores foreseeable impacts, 

particularly during a period of rapidly rising costs. 

WOULD YOU PLEASE EXPLAIN WHAT IS MEANT BY THE TERM 
REGULATORY LAG? 

Regulatory lag is the time between a request for a rate increase and the time 

when the Commission issues a decision on the rate increase. Some regulatory 

lag is inevitable, and I do not use the term pejoratively. 
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HOW DOES REGULATORY LAG NEGATIVELY AFFECT A UTJLITY 
COMPANY? 

Regulatory lag will cause a shortfall in the utility’s revenue requirement even if 

there are no increased costs subsequent to the rate filing. And where regulators 

set rates prospectively based on historic test-period costs, this shortfall is 

increased by whatever increase in costs occurs subsequent to that test-period but 

prior to new rates becoming effective. 

CAN REGULATORY LAG BENEFIT A UTILITY? 

Yes. This can occur if unit costs (Le., cost per customer, cost per kW, or cost per 

kwh) are decreasing in nominal (unadjusted for inflation) terms. Such 

decreasing nominal unit costs are an unusual circumstance and are certainly not 

the present circumstance with APS. However, even in these rare instances, it is 

in the interests of regulators to reduce regulatory lag to the extent possible. 

WHAT MECHANISMS ARE AVAILABLE TO REDUCE THE 
NEGATIVE EFFECTS OF REGULATORY LAG? 

There are essentially only four ways to reduce regulatory lag: (1) reduce the 

need for general rate cases to recover costs; (2) allow new rates to become 

effective on an interim basis prior to the conclusion of a rate case; (3) shorten 

the time to process a general rate case; andor (4) make some manner of explicit 

attrition adjustments to the final rates to compensate prospectively for the effects 

of such lag. 

PUC’s have adopted rate adjustment mechanisms including but not limited to a 

fuel adjustment clause. This permits rates to be adjusted to reflect the changes in 

specified costs without the need for a rate case. The more timely and predictable 

14 



2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

* 

f 
.r 

Q. 

A. 

such mechanisms are and the more frequently they can be exercised, the better 

they are in reducing regulatory lag. 

Another method would be to identifjr a range of reasonable rates with the utility 

being able to change its prices within that range by a simple filing that is 

immediately effective. This has been permitted by this Commission for certain 

providers of so-called competitive services although there is no particular reason 

why this concept could not be expanded to cover other utility services. 

The second technique to offset regulatory lag is to grant the utility interim rates. 

In Arizona, the Commission is able to grant interim rates (subject to refund) 

when it is unable to process a full rate case in a reasonable period of time. The 

Federal Energy Regulatory Commission ("FERC") and many states routinely 

permit such interim rates. 

The third and most obvious step in reducing regulatory lag is to reduce the time 

it takes to process a rate case. This would involve requiring filing deadlines and 

overall "time-clock" provisions more similar to other jurisdictions. 

HOW EFFECTIVE IS AN ADJUSTOR MECKANISM IN REDUCING 
REGULATORY LAG? 

That depends on whether the adjustment mechanism is itself timely. Although 

fuel adjustment mechanisms may alleviate the effects of costs of fuel and 

purchased power, the mechanism does not resolve other problems stemming 

from regulatory lag, such as increase of construction costs, an expanding rate 

base, and an increase in non-fuel operating costs. And unless base fuel costs are 

properly reflected in general rate cases (i.e., represent the level of fie1 costs 
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anticipated for the period new base rates become effective), there can be 

significant lag in fuel cost recovery. 

EVEN IF REGULATORY LAG IS MINIMIZED, IT WILL STILL EXIST. 
ARE THERE STILL OTHER WAYS THAT THE EFFECTS OF 
REGULATORY LAG CAN BE MITIGATED? 

Yes. As I indicated earlier, the use of historical test periods aggravates the 

impact of regulatory lag. The adoption of known and measurable pro forma 

adjustments to that historical test period is a step in the right direction. So is the 

routine inclusion in test period rate base of construction work in progress 

(“CWIP”) that is expected to be in service within the period the new rates are 

anticipated to be effective. Indeed, the Commission authorized CWIP for APS 

during the 1980s when the Company was faced with a similar problem of 

chronic cash flow deficiencies. APS witness Brandt provides the revenue 

requirement impact of including the Company’s June 30, 2006 CWIP balance in 

its test period rate base. In this proceeding, A P S  has also suggested another 

variant of this last approach by quantifying the impact of aproforma adjustment 

to rate base to recognize jurisdictional plant in service as of the end of 2006. The 

validity of making post test-period adjustments to plant was upheld in Decision 

No. 54073 (June 13, 1984): “Plant additions made after the close of the 

historical TY but prior to rates poing into effect should be treated no differently 

from other post-TY adjustments.” Id. at 16 (emphasis in original). 

YOU HAVE DISCUSSED VARIOUS WAYS OF ADJUSTING AN 
HISTORICAL TEST PERIOD TO ADDRESS REGULATORY LAG CAN 

LOOKING TEST PERIODS? 
REGULATORY AGENCIES ALSO USE FUTURE OR FORWARD- 

Yes. The Federal Energy Regulatory Commission and at least 13 states permit or 

require consideration of some form of a hture test period. Often the period 
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selected in the period that the new rates would be in effect, which in this 

instance would be in the 2007-2008 time fiame. AIthough I am only aware of 

one instance in which this Commission has permitted use of a future test period, 

I am advised that there is no legal impediment to doing so. 

CAN YOU EXPLAIN WHAT IS MEANT BY ATTRITION? 

Attrition is the tendency of the utilities rate of return to diminish over time 

because of operating costs that increase faster than revenues, capital costs 

growing faster than earnings or a combination of both. 

rs ATTRITION SIMILAR TO REGULATORY LAG? 

Regulatory lag can and usually does exacerbate the rate of attrition but the latter 

can exist in the absence of extensive regulatory lag. Moreover, the existence of 

significant regulatory lag may also impact the need of a regulatory body to 

respond to attrition. 

COULD YOU PLEASE EXPLAIN YOUR LAST STATEMENT? 

If the rate of attrition is very slow, and there is little regulatory lag to begin with, 

a regulatory agency may choose to concentrate on further reductions of that lag 

rather than on trying to explicitly address attrition in the rate setting process. 

Unfortunately, neither of those circumstances applies to A P S .  

’ 

WHAT SHOULD THE COMMISSION’S RESPONSE BE TO 
ATTRITION? 

If the Company can establish the existence of attrition, the Commission should 

evaluate the impact of this factor on the earnings of the utility and make an 

appropriate allowance. In this case, both the “F” schedules of the Commission’s 

Standard Filing Requirements and the testimony of A P S  witnesses Brandt and 
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Q. 
A. 

Q- 

A. 

Q. 

A. 

Q. 
A. 

Q- 

Avera clearly establish that attrition in the case of A P S  is both real and very 

significant. 

WHAT IS THE PURPOSE OFAN ATTRITION ADJUSTMENT? 

The purpose of the attrition adjustment is to maintain and improve the financial 

health of the utility and to allow it a reasonable opportunity to actually earn its 

cost of capital. 

IS APS REQUESTING THAT THE COMMISSION IMPLEMENT AN 
ATTRITION ADJUSTMENT IN THIS CASE? 

Yes, if the Commission is otherwise disposed to adopt Staff or RUCO's 

demonstrably inadequate overall revenue requirement based on their analyses of 

test period cost of service. Dr. Avera and Mr. Brandt both quanti@ the extent of 

that attrition adjustment as part of their Rebuttal Testimony. 

WHAT ARE THE FACTORS THAT WOULD SUPPORT AN ATTRITION 
ADJUSTMENT? 

The regulatory lag attendant to fiIing a new rate request and the rate at which 

earned return declines in the period subsequent to establishing rates are the 

primary factors. The latter is determined by the overall level of cost increases 

relative to revenue growth, the size of incremental capital expenditures 

compared with the embedded investment per customer, and other factors. 

HOW WOULD AN ATTRITION ADJUSTMENT WORK? 

An attrition adjustment could be added to the cost of equity in determining 

overall revenue requirements. 

IS THIS THE ONLY WAY OF IRECOGNIZING THE EXISTENCE OF 
ATTRITION? 

18 
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A. 

Q. 

A. 

No. The Commission could increase the allowed return on “fair value” rate base 

to a level above that necessary to reflect the bare bones cost of capital. Prior 

Commission decisions have said that the cost of capital is the “minimum” 

standard for determining a reasonable return on ‘‘fair value 

rate base - not the maximum. In Decision No. 53537 (April 27, 1983) the 

Commission stated: “It is difficult to imagine a situation in which a reasonable 

return on FVRB would yield than the cost of capital.” Id, at 17 (emphasis in 

original). In that same vein, the Commission could give a greater weighting to 

reproduction cost new in establishing “fair value” rate base while keeping the 

allowed return on that rate base constant. 

WHAT IMPACT WOULD ONE OR MORE OF THESE ADJUSTMENTS 

AND FAIR VALUE RATE EASE) € 3 2 4 .  ON THE STAFF AND RUCO 
RECOMMENDATIONS? 

(ATTlUTION, CWIP, DEPRECIATION, POST-TEST PERIOD PLANT 

These are shown on Attachment SMW-2RB. As you can see, they range from as 

much as an additional 6.5% (prospective PSA adjustor implemented 

concurrently with Staffs new base fuel rate)’ to less than .4% (incremental 

revenue requirement on 2006 plant additions). If adopted in conjunction with the 

balance of either the Staff or RUCO revenue requirement recommendation, it 

would produce a revenue requirement approximating or even exceeding that 

requested by the Company 

WHAT DO YOU SEE AS THE COMMISSIONS’ ROLE IN 
MAINTAINING A PUBLIC UTILITY’S FINANCIAL INTEGRITY? 

’ APS realizes that Staff has made a prospective PSA adjustor a part of its recommendation, but the concurrent 
implementation of that adjustor and the amount of that adjustor are APS proposals to which Staff has not had an 
opportunity to respond. 
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VI. 

Q. 

A. 

In FPC v. Hope Natural Gas Co., the United States Supreme'Court held that 

fixing of just and reasonable rates requires that rates must be sufficient to enable 

the company to operate successfirlly, maintain its financial integrity, attract 

capital, and compensate investors for the risks assumed. Each of these criteria is 

forward-looking in its application. Public utility commissions need to stay 

attuned to the realities of today's economic climate and costs to do business. 

Electing not to do so disadvantages both investor and consumer interests and 

denies the utility its constitutionally guwanteed right and need to earn a fair rate 

of return on investment so that it can properly perform its public service 

obligations. Regulatory lag and attrition both undermine the utility's ability to 

earn such a fair rate of return, and thus the Commission should seek to address 

both of these problems both in this and future A P S  rate cases. 

PAL0 VERDE PERYORMANCE PLAN 

HAS STAFF WITNESS DR. JACOBS SUGGESTED AN OPERATLNG 
PERFORMANCE PLAN FOR PAL0 VERDE? 

Yes. Staff consultant Jacobs has suggested the general outline of an operating 

incentive plan covering Palo Verde. However, Dr. Jacobs has not presented a 

detailed proposal that reflects consideration of all the issues relevant to such a 

mechanism. For example, Dr. Jacobs does not: 

address the NRC's significant concerns over the safety implications 
of nuclear plant performance plans 
demonstrate how his proposal would improve performance at Palo 
Verde without creating perverse incentives 
address how penalties would be calculated and applied 

0 explain why A P S  should not have the opportunity to earn rewards 
for superior performance 

0 offer any specific plan of administration for his proposal. 
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VII. 

Q. 

A. 

Q. 

A. 

A P S  witness Fitzpatrick presents in his Rebuttal Testimony some of the 

attributes and issues associated with the development of a generating plant 

operating incentive plan. I second his belief that if such a plan could be designed 

to overcome the perverse incentive problem and was otherwise found to be 

necessary (which it is not), it should: (1) be symmetrical in that it provides the 

opportunity for both penalties and rewards; (2) be comprehensive in that it 

would cover all base load generation; (3) allow for a range of reasonable 

operating performance that provides neither rewards or penalties (i.e., a "dead 

band"); (4) cap both penalties and rewards at a reasonable amoht;  ( 5 )  recognize 

the possibility of extra-ordinary events; and (6)  clarify to what extent APS 

generation performance is still subject to application of the prudence standard. 

INCENTIVE PAY AND GOVERNMENT AFFAIRS 

PLEASE EXE'LAIN THE APS a EMPLOYEE INCENTIVE 
COMPENSATION PROGRAM? 

APS has an employee incentive program that grants both cash and stock 

incentives as part of overall employee compensation. To reduce the potential 

issues in this proceeding, APS already eliminated ALL officer cash incentive 

payments from its test period cost of service. 

HAS STAFF PROPOSED AN ADJUSTMENT TO THE TEST PERIOD 
EMPLOYEE INCENTIVE PAY EXPENSE? 

Yes. Staff consultant Dittmer concluded at pages 106-1 12 of his testimony that 

the cash incentive payments were reasonable but disallowed all stock incentives 

on the faulty premise that the goal of enhancing the Company's financial 

performance was somehow contrary to the interests of customers or at least did 

not benefit customers. Mi. Dittmer did not find that overall APS employee 

compensation or even the compensation of employees receiving stock incentives 
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Q. 

A. 

Q. 

A. 

was unreasonable or imprudent. Absent such evidence, I believe A P S  should be 

able to recover these costs. 

WHY DO YOU SAY TIUT MR. DITTMER’S RATIONALE FOR 
DISALLOWING STOCK INCENTIVE PAY IS “FAULTY”? 

It is clearly in the APS customer’s interest that A P S  earn a reasonable return on 

investment. That is the only way A P S  can continue to attract on reasonable 

terms the capital investment necessary to provide this vital service to the public. 

The belief that the interests of investors and consumers are in conflict in this 

regard and that regulation is some sort of “zero sum game” in which customers 

benefit only to the detriment of investors (and vice versa) is a false dichotomy 

that leads to an overly adversarial regulatory climate. Customers have a large 

stake in the financial success of the utility because that is the only way the utility 

can attract needed capital investment at a reasonable cost. 

SHOULD IT REALLY MATTER IN THIS PROCEEDING WHAT 
ELEMENTS OF OVERALL COMPENSATION ARE FOUND MOST 
APPROPRLATE BY THE APS BOARD? 

No. There is no disagreement that the efforts of APS employees directly and 

substantially contribute to the provision of electric service. The only relevant 

ratemaking issue is whether their compensation taken as a whole is reasonable, 

and not whether that compensation is in base salary, incentive pay, benefits, 

stock or whatever. There has been NO evidence that overall APS compensation 

is unreasonable. In contrast, APS has presented expert testimony both from its 

CFO, Mi. Brandt, and from an independent consultant, Mark Gordon, 

supporting the reasonableness of the specific employee compensation programs 

challenged by Staff and RUCO. 
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Q- 
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HAS RUCO ALSO DISALLOWED A PORTION OF APS EMPLOYEE 
INCENTIVE COMPENSATION? 

Yes. RUCO’s proposal to eliminate 20% of all incentive compensation is 

arbitrary and based on NO analysis of either the incentive program itself or 

overall A P S  employee compensation levels, including stock and cash incentives. 

Rather, RUCO proffers a “share the. pain” explanation that suggests that APS 

employees should subsidize the cost of providing electricity to A P S  customers 

because RUCO believes that rates would otherwise be too high. Aside fiom the 

implication that A P S  employees are somehow overpaid and should be able to 

absorb a 20% reduction in incentive pay, I am aware of no regulatory decisions 

in this or any other jurisdiction that would support such a concept. 

As it is, A P S  has earned and is earning an inadequate return and wilI continue to 

do so irrespective of the results of this case. And as noted.in Mr. Brandt’s 

Rebuttal Testimony, Pinnacle West stock has performed well below the industry 

average. 

W A T  ABOUT SO-CALLED LOBBYING EXPENSES? 

Staff has disallowed all the costs of APS’ Federal and Public (State) Affairs 

Departments without any analysis of the nature of the activities of or results 

achieved by these groups. RUCO has also disallowed a portion of such costs. 

These departments represent the interests of the Company and its customers at 

both the state and federal level both with legislative bodies and administrative 

agencies. Often A P S  representatives appear at the request of these governmental 

bodies to provide expert testimony and other information on pending matters. 

The cost to run these departments is allocated by A P S  between “below-the-line” 

activities that do not directly benefit APS’ regulated utility operations and 
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Q* 

A. 

“above-the-line” activities that clearly do. As a result, nearly two-thirds of the 

Public Affairs Department budget is allocated “below-the-line.” ’ 

COULD YOU GIVE SOME EXAMPLES OF CUSTOMER BENEFITS 
AFUSING FROM THE ACTIVITIES OF THESE TWO DEPARTMENTS? 

Yes. Because of our efforts, A P S  received a waiver of the tariff on importation 

of the replacement steam generators at Palo Verde, thus saving A P S  customers 

some $10 million. A P S  also worked to include provisions in the Energy and 

Transportation Act of 2005 on tax incentives for new transmission investment. 

Estimated savings are $1.4 million per $50 million of eligible new transmission 

investment. A P S  supported the Production Tax Credit provisions of the 

American Jobs Creation Act - legislation that produced a $3 million benefit for 

A P S  customers in this very rate case - as well as expansion of the renewable 

energy tax credit at both the state and federal level. A P S  has also worked to 

make the provisions in and implementation of EPACT fair to native load 

customers and opposed a “one size fits all” Standard Market Design that would 

raise costs to our customers. 

And speaking of state legislation, the record reflects the significant property tax 

benefits realized by A P S  customers in this proceeding ($1.7 million per Rebuttal 

Testimony of Laura Rockenberger) that are in part due to the efforts of the 

Public Affairs Department. A P S  has also been active in efforts to protect Luke 

Air Force Base (“Luke”) from encroachment, thus preserving both the economic 

benefits of Luke to this State and an important A P S  customer. As does the 

Federal Affairs Department, ’the Public Affairs department also is instrumental 

in defeating or at least modifying legislation that is not in the best interests of 

OUT customers. 

24 



br 1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 
w 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

r/ 26 h 

Q. 

A. 

VIII. 

Q. 
A. 

The savings discussed above are and should be reflected in rates, but then so 

should be the cost of activities that help to produce these very savings. Staff 

consultant Dittmer’s blanket dismissal of these costs as somehow per se 

unreasonable fails to acknowledge the contribution of these Go departments to 

reducing costs to our customers. 

HOW DO YOU RESPOND TO M R .  DITTMER’S DISCUSSION OF THE 
FERC UNIFORM SYSTEM OF ACCOUNTS AND SPECIFICALLY 
ACCOUNT 426? 

In two ways. First, h4r. Dittmer notes, and Ms. Rockenberger reiterates in her 

Rebuttal Testimony, that the FERC instructions for Account 426 do provide 

for the automatic disallowance of such costs in setting rates. In fact, the 

instruction states that the fact that costs entered into that account are considered 

“non-operating” “does not preclude the Federal Energy Regulatory] 

commission consideration of proof to the contrary for ratemaking or other 

purposes.” I believe I have provided such proof. I would also point out that the 

test period cost at issue ($1.075 million) is far outweighed by the benefits 

conferred on customers now and in the fbture. 

CONCLUSION 

DO YOU HAVE ANY CONCLUDING REMARKS? 

Yes. A P S  is facing a financial emergency every bit as critical as it experienced 

last spring. The Company simply must receive adequate rate relief in this 

proceeding. Half measures will not suffice, and the Commission should consider 

every ratemaking tool in its arsenal to produce rates that will preserve the 

Company’s financial integrity. The stakes for A P S  and its customers are too high 

to do anything else. 
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Q. 

A. 

DOES THAT CONCLUDE YOUR PREFTLED REBI~TAL TESTIMONY 
IN THIS PROCEEDING? 

Yes. 
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Aitachment SMW-1RB 
Page1 d l  

k, 
ARIZONA PUBLIC SERVICE COMPANY 

Camputation of Increase in Gross Revenue Requirements 
ACC Jurisdidional 

Adjusted Test Year Ended W30R005 
(Dollars in Thousands) 

Line Line 
No. Description 0rigin;lr cost RCND Fa& Value No. 

1 A d j j  Rate Base 4,456,931 7,765,052 6,110,9115 1 

2 Adjusted Operaling Incane 119.411 119.411 119,411 2 

3 Current Rats of Return 2.68% 1.54% 1.95% 3 

4 Fbquired Operating Incame 389,091 3B9,Wl 389.w1 4 

5 Required Rate of Return 8.73% 5.01 X 637% 5 

6 Operating lname  DeSdency 269.680 269.680 269.660 6 

7 Gmss Revenue Conversion Fadm 1.6407 1.6407 1 .wo7 7 

8 Adjustad Increase in Base Revenue Requirements 442.464 442,464 442,464 8 

9 Environmental I r n p r m n f  Charge 4.542 4.542 4,542 9 

I O  Envimnmental Portfolio Slandard 4.250 4,250 4,250 10 - I 1  Total lncrease in Revenue Requirement 451.256 451.256 451,2S6 11 

12 Total Sales to Urnmate Retail Customers 2.127.322 2127.322 2.1 27,322 12 

13 Pertantage Rate Increase 21 21 x 21.21% 21.21 % 13 



Attachmwct SMW-2Rb 
Page 1 of i 

Potential Adjustments to Maintain Financial Integrity 

1 
2 
3 

4 

6 
7 

9 
10 

a 

StaffBaselnaeaSe 
Staff RESlEPS 

Staff Reammendation 

Pmpective 2007 PSA Ujustor 
subtotal 

Additional Adjustments: 
Plant In Service 
W o n  A d j u s ~ n t  
Depreciation 
C W P  
.5X imrease in ROR on Staff FVRB 

Total of Additional Acfptments 

Notes 

a 
b 

c 

d 
e,f 
9 

h.i 
j 

Revenue 
Requinzment 

lnurare 
(Milliollll) 

t 204.0 
f 4.3 
s 208.3 

$ 137.8 
$ 346.1 

$ 7.9 
f 99.7 
s 50.0 
S 23.9 
s 49.7 
S 231.2 

Percent 
lnueitse 

x 

9.57% 
020% 
9.77% 

6.46% 
16.23% 

0.37% 
4.68% 
234% 
1.12% 
2.33% 

10.84% 

Notes: 
a D i  Testimony page 6. line 9 
b Dimner Testimony page 6. Ine 22 to 7. line 2 
c APS recommends that staff proposed 2007 PSA Adjustor (as mrfected) be made effective 

d Plan1 In Setvioe amount shown here is ACC jurisdictional and u s e s  Staff recommended ROE of 10.25%; 
amcurrent with the base rate in- 

the APS Plant In S d c e  Calculation shown in Laura Rockenberger Rebuttal Testimony used APS requested ROE 
of 11.5% and is Total Company amount 

Attrition adjustment would be 5920 million 

end (350 basis points) IW 2M)7 would result in adjustment of $205.3 million 

e As shown indudes additional impact of Pknt In Service (PIS) acQustment in rate base; without PIS. 

f Uses low end (170 basis points) of range suggested in Donald Brandt Rebuttal Testimony; high 

g DescFibed m Rebuttal Testimony of Donald Brand 
h CWIP adjustment shown here uses Staff Recommended ROE and is ACC jurisdictional; adjusbnent in Donald Brand 

i Wfi minimum Attrition adjuslment and Staff ROE. total CWlP adjustment would be 527.9 million 
j Increase blculated using FVRB numbers Rom Staff witness Dimer Sthedule A line 1 - 

Rebuttal Testimony uses Company requested ROE and is total Company amount 

illustrative only (Commission m l d  adjust N R B  return or FVRB or both to achieve 
necessary revenue requirement) 
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Q. 
A. 

Q- 

A. 

Q- 
A. 

REJOINDER TESTIMONY OF STEVEN M. WHEELER 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

(Docket Nos. E-01345A-05-0816; E-01345A-05-0826; and E-01345A-05-0827) 

INTRODUCTION 

PLEASE STATE YOUR NAME, OCCUPATION AND ADDRESS. 

My name is Steven M. WheeIer. I am an Executive Vice President, Customer 

Service and Regulation for Arizona Public Service Company (‘‘AI’S’’ or 

“Company”). In that role, I am responsible for customer service and regulatory 

matters affecting the Company before the Arizona Corporation Commission 

(“Commission”) and the Federal Energy Regulatory Commission (“FERC”). I 

am also responsible for the planning, construction, maintenance and operation of 

APS transmission and distribution systems. My business address is 400 North 

Fifth Street, Phoenix, Arizona 85004. 

HAVE YOU PREVIOUSLY FILED DIRECT AND REBUTTAL 
TESTIMONY IN THIS PROCEEDING? 

Yes. 

WHAT IS THE PURPOSE OF THIS REJOINDER TESTIMONY? 

In addition to presenting a revised and reduced overall revenue requirement, I 

will respond to the surrebuttal testimony of James R. Dittmer regarding “end 

result” financial analyses and APS’ presentation of revenue adjustments to 

protect its financial integrity. I will also respond to RUCO witnesses Diaz 

Cortez and Rigsby on the same revenue adjustments and incentive 

compensation. 
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11. 

Q. 

A. 

SUMMAR“ OF REJOINDER TESTIMONY 

WOULD YOU PLEASE SUMMARIZE YOUR REJOINDER 
TESTIMONY? 

The updated base fuel costs discussed in the Rejoinder Testimony of Pete Ewen 

have been lowered to reflect more recent fuel price information and in response 

to certain criticisms in Staff witness Antonuk’s surrebuttal. Thus, the new base 

fuel cost is roughly $.0325 per kWh, which reduces our requested increase by 

just under $17 million. 

Staff and RUCO have failed to demonstrate the reasonableness of their overall 

revenue requirement recommendations during the period the rates established in 

this case will be effective. Nor have they presented their own studies to 

challenge the Company’s financial analysis showing that the Staff and RUCO 

recommendations will plunge the Company into the “junk” credit category. Mr. 

Dittmer’s explanation for this failure does nothing to change the evidence in this 

case or improve the Company’s obviously deteriorating financial condition. 

In addition, I believe the Commission should reject Mr. Dittmer’s criticism of 

the Company’s proposed revenue requirement adjustments. Mr. Dittmer 

concedes they will improve the Company’s earnings and cash flow performance, 

but nevertheless rejects them for reasons far less compelling than the Company’s 

clear need for adequate rate relief. 

RUCO witness D i u  Cortez attempts to demonstrate that RUCO’s 

recommendation will produce the return its witness has proposed. (Diaz Cortez 

Surrebuttal Testimony at 3) Her analysis is essentially a tautology. If A P S  

expenses were what RUCO suggests they were during the 2004-2005 test 

period, and if A P S  received the revenues also suggested by RUCO, A P S  would 
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111. 

Q* 
A. 

IV. 

Q. 

A. 

Q. 

have earned its return for the historical test period. Aside from the faulty 

premises to this thesis, it is simply irrelevant whether or not A P S  would have 

earned a specified return in the past under hypothetical conditions. Rates are set 

for the future, and it is that theme that permeated my Rebuttal Testimony. 

RUCO witness Rigsby continues to support an across-the-board 20% cut in 

incentive pay. He does not present any analysis challenging the reasonableness 

of A P S  employee compensation nor provide any new justification for this 

arbitrary adjustment. 

NEW REVENUE REOUIREMENT 

HAS APS REDUCED ITS OVERALL REVENUE REQUIREMENT? 

Yes. The updated base fuel costs discussed in the Rejoinder Testimony of Pete 

Ewen have been lowered to reflect more recent fuel price information and in 

response to certain criticisms in Staff witness Antonuk’s surrebuttal. Thus, the 

new base fuel cost is roughly $.0325 per kWh, which reduces our requested 

increase by $16.6 million. 

THE FINANCIAL “END RESULT” ANALYSIS ISSUE 

HAS STAFF PROVIDED ANY ANALYSIS OF THE IMPACT OF ITS 
OVERALL REVENUE REQUIREMENT RECOMMENDATION FOR 
THE PERIOD WHEN THE NEW RATES WOULD BE I N  EFFECT? 

Mr. Dittmer is quite clear that the Staff did not conduct such an analysis. 

(Dittmer Surrebuttal Testimony at 5 )  

DID MR. DITTMER OR ANY OTHER STAFF WITNESS PROVIDE A 
FINANCIAL ANALYSIS TO CHALLENGE THE TESTIMONY OF MR. 
BRANDT OR MR. FETTER THAT THE RECOMMENDATIONS OF 
THE COMMISSION STAFF WILL PLUNGE THE COMPANY INTO 
THE JUNK CREDIT RATING CATEGORY? 
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Q. 

A. 

Q. 

A. 

No. Rather Mr. Dittmer specu!ates that the Company’s forecasts may prove 

pessimistic and that, contrary to the evidence, APS might somehow scrape 

through with a lesser increase in revenues. 

DID STAFF EXPLAIN WHY IT FAILED TO CONDUCT ANY 
FINANCIAL ANALYSIS OF THE IMPACT OF DIFFERING REVENUE 
REQUIREMENT RECOMMENDATIONS? 

Yes. Mr. Dittrner offers several explanations. First, he contends that our filing 

was based “exclusively” upon the adjusted historic test year and therefore Staff 

had no reason to consider financial impacts (Dittmer Surrebuttal Testimony, at 

5).  Second, Mr. Dittmer asserts that Utilitech was not asked to review the impact 

of the Staff recommendations and has never historically done so in past ACC 

cases in which it has been involved. (Dittmer Surrebuttal Testimony at 6 )  Third, 

he claims “Staff did not undertake an analysis of the impact of its 

recommendations on forecasted operating results because such analyses simply 

had not been undertaken for a number of years. . -” (Dittmer Surrebuttal 

Testimony at 7) Fourth, he argues that a review of the Company’s filing is 

“resource intensive” (Id.); therefore, Staff devoted most of its resources to 

analyzing increasing fuel and purchased power costs. (Id.) Fifth, he alleges that% 

because the Company gave no “forewarning” that financial forecasts would be 

important, such a review was “simply not considered.” (Id.) 

HOW DO YOU RESPOND TO MR. DITTMER’S COMMENTARY ON 
THIS ISSUE? 

I don’t believe any of his comments justifjr ignoring the serious adverse 

ramifications of Staffs recommendations in this case or failing to test its 

proposed revenue levels against the required “reasonableness” standard, 

particularly when we have offered expert opinion indicating that the Staff 
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proposals will be disastrous for the Company and its customers. His first four 

comments (Staff decided to focus on the historic test year; M i  Dittmer was not 

asked to review the impact of Staff recommendations; such an analysis had not 

been undertaken for a number of years; and Staff decided to concentrate on fuel 

and purchased power issues) are simply explanations, which I accept at face 

value. They are certainly not justifications for failing to meaningfully address 

perhaps the most critical issue in this case. 

His last comment (that Staff was not ‘‘forewarned” that the Company would care 

about the results of the parties’ recommendations) is simply not accurate and in 

any event, would not excuse Staff from its obligation to present a 

recommendation that produces just and reasonable rates. The Commission’s A 

and F Schedules (a part of the Company’s filings since November of 2005) 

clearly require a presentation of the results expected under both present and 

proposed rates (in this case for the years 2006 and 2007). Mr. Brandt places this 

topic squarely in center stage, discussing this issue extensively in his Direct 

Testimony both in November of 2005 and in January of this year - some 8 - 10 

months ago. The Company has repeatedly emphasized to the Commission, both 

in the recent emergency proceeding and in subsequent letters, that APS’ future 

financial condition was and is the most critical issue facing the Company and 

the one of most interest to the rating agencies and investors. I do not understand 

how Staff could conclude that future financial results were not important in this 

case. 

DID STAFF HAVE AN OPPORTUNITY TO ANALYZE THE IMPACT OF 
BOTH THE COMPANY AND STAFF RECOMMENDATIONS IN THIS 
CASE? 
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A. 

Q. 

A. 

V. 

Yes, they did. Clearly, nothing prevented Staff fiom testing its own 

recommendations. With respect to the Company, we originally filed our case in 

November of 2005 and then at the request of Staff updated it in our filing of 

January 3 1, 2006. In addition, the recent emergency hearing shone a bright light 

on the Company’s critical financial needs going forward. A P S  also met with 

Staff and certain other parties during the summer to emphasize once again the 

necessity of adequate rate relief to protect its financial position. In addition, Mr. 

Brandt devoted a considerable portion of his Direct Testimony on precisely the 

issue of expected financial results and included financial projections in that 

testimony. 

DID RUCO WITNESS DIAZ CORTEZ PEWORM AN “END RESULT” 
TEST OF RUCO’S OVERALL REVENUE RECOMMENDATION? 

No. At page three of her surrebuttal, Ms. Diaz Cortez alleges that because the 

historical test period “numbers” total up to produce a 9.25% ROE on a piece of 

paper, the Company will somehow have a meaningfbl opportunity to earn that 

return. Like Staff, she also notes the beneficial impact of changes to the PSA. 

Unfortunately, the changes in the PSA supported by RUCO will have negligible 

earnings impact and will not overcome the other deficiencies in RUCO’s overall 

revenue requirement recommendation. Attrition is a fact, not some speculation 

on the part of the Company. If we pretend it does not exist or is not a significant 

problem, especially for A P S ,  we will do a disservice to the Company and its 

customers. 

ATTRITION AND OTHER POTENTIAL REVENUE REQUIREMENT 
ADJUSTMENTS 
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Q. 

A. 

Q. 
A. 

Q. 

A. 

WHAT IS MR. DITTMER’S POSITIOP+ ON ADOPTION OF THE 
VARIOUS “ATTRITION ADJUSTMENTS” PRESENTED IN YOUR 
TESTIMONY? 

He states, “I would strongly urge rejection of [the Company’s] attrition 

adjustments. . .” (Dittmer Testimony at 9-10). 

UPON WHAT DOES MR. DITTMER BASE HIS OBJECTION? 

He advances several reasons. First, he states that Staff has not reviewed APS’ 

financial forecasts “in any meaningful detail” (Dittmer Testimony at 9) because 

he claims that APS’ proposal came at the “eleventh hour.” (Id.) Second, he 

alleges that at least one of the proposals would represent “abandonment, or at 

least partial abandonment of historic test year rate making principles employed 

in Arizona.” (Dittmer Testimony at 13-14). Third, he argues that Staff‘s 

proposed changes to the PSA should more or less eliminate any earnings 

attrition associated with fuel costs. (Dittmer Testimony at 19-20.) 

DOES MR. DITTMER OFFER AN OPINION AS TO THE 
EFFECTIVENESS OF ANY OF THESE A P S  PROPOSALS IN 
ACHIEVING AN IMPROVEMENT IN APS’ FINANCIAL CONDITION? 

Yes. He appears to believe that each of these proposals would improve the 

Company’s cash flows and, in some instances, its earnings. For example, Mr. 

Dittmer states that several of the Company’s alternative proposals “would most 

assuredly reduce earnings attrition above that which would be achieved by 

establishing rates through strict employment of an historic test year cost of 

service.” (Dittmer Testimony at 14) He also indicates that if the Commission 

were otherwise inclined to adopt any of the A P S  proposals over Staff‘s 

objection, the Commission should adopt the CWIP proposal or collection 

through rates of accelerated depreciation because each of these two would yield 

direct benefits for future ratepayers. (Dittmer Testimony at. 16- 17) He claims the 

7 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Q- 

A. 

other revenue adjustments, although also improving APS’ financial metrics, 

would result in increased earnings for shareholders but no direct offsetting 

beneficial impact to customers. This last point was clearly refuted in Mr. 

Brandt’s Rebuttal Testimony, which emphasizes the enormous cost to our 

customers of failing to retain the Company’s already precarious investment 

grade rating. 

HOW DO YOU RESPOND TO MR. DTTTMER’S CRITICISM OF THE 
TIMING OF THE COMPANY’S REVENUE ENHANCEMENT 
PROPOSALS? 

With respect to Mi-. Dittmer’s “eleventh hour” criticism, I would first respond 

that it was the Commission’s Staffs and RUCO’s testimony with clearly 

inadequate rate recommendations that precipitated the need to look at the 

alternative revenue enhancement proposals contained in my Rebuttal Testimony. 

The need had not existed previously because the Company’s original rate filing 

demonstrated the need and necessity for the Company’s requested increase 

without having to rely on these supplemental adjustments. In addition, these 

proposals are also in direct response to Chairman Hatch-Miller’s letter, which 

specifically asked A P S  to present ways “to gradually improve the Company’s 

creditworthiness.” (Letter from Chairman Hatch-Miller dated July 2 1, 2006.) 

To the claim that these proposals have not been sufficiently reviewed, I would 

point out that this hearing provides just such an opportunity to review the 

proposals; that the calculations underlying the recommendations were performed 

using methods and processes utilized in the normal course of the Company’s 

business and upon which the Company relies in setting its long-term forecasts; 

and that in any event the Company is so substantially under earning its 

authorized returned that it is extremely doubtful, if not impossible, that any error 
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Q. 

A. 

Q. 

A. 

would contribute to an “over earning” situation even under Staffs recommended 

cost of capital. 

Mr. Dittmer’s claim that the adjustment to the rate of return on the fair value rate 

base would represent an abandonment of historic test year ratemaking principles 

was addressed in my Rebuttal Testimony, wherein I indicated that applicable 

precedent provides the Commission with latitude in establishing the return on 

fair value rate base as long as the end result is just and reasonable - which is the 

precise reason why we have offered the proposal. 

WHAT ABOUT MR. DITTMER’S CLAIM THAT CONCERNS ABOUT 
ATTRITION HAVE BEEN ADDRESSED BY STAFF’S PSA 
PROPOSALS? 

I wish that were so, but it isn’t. Mr. Brandt‘s Rebuttal Testimony demonstrated 

significant attrition under the Staff‘s recommendations notwithstanding potential 

changes to the PSA - changes that it turns out Staff does not fully support. 

BUT ISN’T MR. DITTMER CORRECT THAT THESE RATE 
ALTERNATIVES HAVE NOT BEEN REGULARLY EMPLOYED BY 
REGULATORY AGENCIES? 

I believe he is, but attrition adjustments have certainly been made by 

commissions when circumstances warrant. This Commission included very 

significant amounts of CWIP in rate base back during the 1980s when APS was 

faced with a similar financial crisis. 

I don’t believe the issue is whether the Commission has the authority to alleviate 

earnings attrition and improve the Company’s cash flows. It is a question of 

whether the Commission wishes to retain the substantial benefits to customers 

from A P S  remaining an investment-grade utility. 
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Q- 

A. 

Q. 
A. 

VI. 

Q. 

A. 

HOW DO YOU RESPOND TO RUCO WITNESS DIAZ CORTEZ’ 
CRITICISMS OF YOUR PROPOSED REVENUE ADJUSTMENTS? 

Her primary criticism appears to be that such recommendations do not 

adequately reflect the interplay of other cost and revenue items occurring after 

the end of the test year and therefore may be one-sided. But one need not 

conduct an exhaustive future test period cost of service to conclude that RUCO’s 

rate recommendation is inadequate and that additional ratemaking mechanisms 

must be used in order to meet what I hope is our shared objective of avoidihg a 

downgrade to junk and restoring financial health to the Company in a manner 

that benefits customers. 

DO YOU HAVE ANY CONCLUDING REMARKS ON THE SUBJECT? 

I would once again request that the Commission consider these proposed 

attrition-related adjustments as an appropriate and legitimate way of ensuring 

that the rates it sets in this proceeding are just and reasonable. 

INCENTIVE COMPENSATION 

RUCO WITNESS RIGSBY CONTINUES TO ADVOCATE THAT THE 

PROGRAM COST BY APPROXIMATELY $4.5 MILLION. DO YOU 
AGREE WITH HIS ADDITIONAL ARGUMENTS FOR THIS 
DISALLOWANCE? 

COMMISSION REJECT 20% OF APS’ EXPENSED INCENTIVE 

No. And I would again remind the Commission that this rate case does not 

include any officer incentive payments, and the officer salary levels are reflected 

at 2004, not 2005 levels. In addition, Mr. Rigsby acknowledges that RUCO is 

not claiming that the Company’s incentive program is unreasonable or that A P S  

employees participating in the program were in any way “overcompensated.” 

Mr. Rigsby initially claims that his disallowance might not be as bad as first 

assumed because APS employees may fail to meet the targeted goals (page 10). 
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While’it is true that incentive targets may not be met in a particular year (which 

is why it’s referred to as “at risk” compensation), the RUCO recommendation is 

an absolute and automatic 20% cut in these incentives irrespective of employee 

performance - 

Next, Mr. Rigsby argues that the RUCO recommendation would “send a 

stronger message” to the financial community that the Company is serious about 

cutting costs (Rigsby Surrebuttal Testimony at 11). Mr. Rigsby offers no support 

for this opinion nor do any of the outside financial reviews of A P S  suggest that 

such cost cutting at the expense of A P S  employees is necessary or would 

improve their outlook of the Company’s creditworthiness. It is far more likely 

that the financial community would view adoption of such a recommendation as 

an unjustified intrusion into internal corporate management decisions, and a 

threat to the Company’s ability to attract and retain a qualified workforce. 

The Company has previously documented to the Commission the extensive 

steps it takes to control and manage costs and the successful results it has 

achieved. This case is not about unreasonable costs of service, but rather about 

inadequate rates that fail to produce the revenues necessary for the Company to 

do its job. 

The third primary reason for the RUCO recommendation appears to be that 

other businesses adjust employee compensation in times of difficulty. Mr. 

Rigsby cites two inapt examples in a non-price regulated environment - a 

bankrupt airline and voluntary pay cuts by another financially troubled airline. 

Mr. Rigsby fails to compare (or even identify) the circumstances surrounding 

such actions and their relevance, if any, to the situation faced by APS and its 
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VII. 

Q- 
A. 

Q- 
A. 

employees, which is one of inadequate government-set prices - not excessive 

labor costs. He also fails to note that the competitive businesses he cites are fi-ee 

to raise and lower their prices as they see fit and are not encumbered by any 

public service obligation to plan for and invest in infrastructure necessary to 

serve all customers who desire service. I don’t believe either example is relevant 

to the Commission’s deliberations. Thus, I would urge the Commission to reject 

Mr. Rigsby ’s recommendation. 

CONCLUSION 

DO YOU HAVE ANY CONCLUDING REMARKS? 

Yes. APS is facing a financial threat every bit as severe as that which confronted 

the Commission last spring. Unless it receives adequate rate relief in this 

proceeding, the Company will not be able to recover its cost of providing service 

with the inevitable loss of creditworthiness. The result will be even higher costs 

for customers in the future and the potential inability to meet adequately the 

growing needs of A P S  customers. I cannot overemphasize the importance of 

setting rates that will produce reasonable results and ask the Commission not to 

put form and process over substance on an issue so critical to A P S ,  its 

customers, and this state. 

DOES THAT CONCLUDE YOUR REJOINDER TESTIMONY? 

Yes. 
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I. 

Q- 
A. 

Q- 

A. 

DIRECT TESTWIONY OF DONALD E. BRANDT 
ON BEHALF OF AFUZONA PUBLIC SERVICE COMPANY 

(Docket No. E-01345A-05-0816) 

INTRODUCTION 

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION. 

My name is Donald E. Brandt. I am Executive Vice President and Chief 

Financial Officer for both Pinnacle West Capital Corporation (“Pinnacle West”) 

and Arizona Public Service Company (“APS” or “Company”). I am responsible 

for the finance, treasury, accounting, tax, investor relations: financial planning, 

and power marketing and trading functions at Pinnacle West and APS. My 

business address is 400 Nortfi 5‘h Street, Phoenix, Arizona, 85004. 

WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL 
BACKGROUND? 

I received a Bachelor of Science degree in business administration with a major 

in accounting from St. Louis University in 1975. Before joining Pinnacle West 

and APS in 2003, I was Senior Vice President and Chief Financial Officer of 

Ameren Corporation, the parent company o f  the electric and gas utilities Union 

Electric Company (d/b/a AmerenUE) and Central Illinois Public Service 

Company (d/b/a AmerenCIPS). 

Before joining Union’ Electric Company in 1983, I was a manager with Price 

Waterhouse where 1 provided audit and consulting services to public companies, 

with a concentration in the utility industry. I am a certified public accountant 

and a member of the American Institute of Certified Public Accountants and the 

Arizona Society of Certified Public Accountants. 
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Q. 

A. 

Q. 
A. 

HAVE YOU EVER TESTIFIED BEFORE ANY FEDERAL OR STATE 
REGULATORY AGENCIES? 

Yes. T submitted pre-filed testimony before the Arizona Corporation 

Commission ("Commissiony') in A P S '  last rate case that was the subject of 

Decision No. 67744 (April 7,2005). T also testified in support of the Company's 

2005 request for a power supply adjustor ("PSA") surcharge in Docket No. E- 

0134512-05-0526 and am a witness in Docket No. E-01345A-06-00009, which is 

the APS emergency interim rate proceeding. In addition, I have provided 

testimony before the Federal Energy Regulatory Commission ("FERC"), the 

Missouri Public Service Commission, 'and the IIf inois Commerce Commission 

on numerous occasions. 

\ 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

I will address two broad issues: ( i )  the Company's financial condition under 

both Decision No. 67744 and the requested rate increase; and (i i)  the Company's 

proposed capital structure. I will explain the financial results for A P S  if the APS 

rates approved in Decision No. 67744 remain in effect through 2007. I also will 

discuss the Company's projected results if the proposed rate increase is granted 

as of January 1, 2007. I am sponsoring the Company's projected financia1 

results shown on Schedules A and F of the Commission's standard filing 

requirements ("SFRs" or "SFR Schedules"). Specifically, I am sponsoring the 

projected year information provided in SFR Schedules A-2 through A-5, and the 

projected information portion of SFR Schedules F- 1 through F-4. 

In addition, I will review the Company's capital requirements and the increased 

costs to APS and its customers resulting from the recent downgrade by Standard 

& Poor's ("S&P"), as well as the potential for and impacts of a further negative 
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11. 

Q* 
A. 

evaluation resulting in nun-investment grade status. Furthermore, I will provide 

highlights of the reaction from the financial coininunity to recent regulatory 

actions and of Wall Street’s future expectations for the Company. I will 

examine the critical need for an effective PSA and for the Company to receive 

fair and timely recovery under that PSA in order to maintain its current credit 

ratings. I also will explain the reasons fur the Company’s proposed capital 

structure. 

SUMMARY 

PLEASE SUMMAFUZE YOUR TESTIMONY. 

Since the late 199Os, we have been in the midst of one of the most turbulent 

business cycles in utility and energy industry history. The financial markets 

have reacted by becoming increasingly cautious and demanding in their 

evaluation of the financial condition of utilities. In reaction to the piecemeal 

reimposition of regulation across the country, the financial community has 

demonstrated heightened sensitivity to the financial stability of electric utilities 

and the impact of regulatory decisions on them. 

APS has requested a rate increase in order to maintain financial ratios consistent 

with an investment grade credit rating needed to fbnd at a reasonable cost the 

significant infrastructure required to meet the needs of its rapidly growing 

customer base. This request will not allow the Company to improve its credit 

ratings to the more desirable “A” level, but, if timely implemented, it should 

prevent further deterioration of APS’ credit ratings. 

In addition to the requested rate increase, the credit rating agencies seriously 

weigh APS’ regulatory environment in their assignment of ratings. Positive 
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regulatory consideration of the rate case, including the manner of treatment and 

timing of the PSA adjustor and surcharges, will provide the rating agencies an 

indication of the level of regulatory support for A P S '  credit' ratings. When they 

assess the Ievel of regulatory support as low, the rating agencies characterize the 

overall business risk of that company 'as higher- S&P's recent negative revision 

of APS' business profile from '5' to '6' means we must now meet more 

stringent financial metrics to maintain "BBB" credit ratings. As a res& of this 

revision, APS' projected financial metrics rank below those needed for a typical 

"BBB" rating. This negative' revision of A P S '  business profile and the 

consequent downgrade of its credit ratings to "BBB-" have already increased the 

Company's borrowing costs by approximately $1 million per year. 

Should the Commission reject or substantially reduce the Company's rate 

request, the resultant downgrade to junk status would cause an initial annual 

increase in interest expense in the range of $15 million to $30 million. From 

2007 through 2016, APS will go to the capital markets to issue several billion 

dollars of debt to fimd its required infrastructure additions and improvements. 

The amount of additional annual interest expense would reach $ 1  15 million to 

$230 million by 2016. On a cumulative basis, this amounts to an additional 

$675 million to $1.3 billion in interest expense between 2007 and 2016 - an 

increase the customers would eventually shoulder. (The ranges of additional 

interest expense reflect estimated financing costs calculated using the upper and 

lower limits of the difference between historical interest rates for "BBB" rated 

and non-investment grade utility debt financings.) 

Wall Street supplies the capital that will allow APS to grow to meet the energy 

needs of its customers. Non-investment grade credit ratings and a poor view of 
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Q- 

A. 

111. 

Q- 
A. 

APS by Wall Street would eliminate the Company‘s rbility to attract capital at a 

reasonable cost. 

The Company proposes to adjust its capital structure, as  shown on Attachment 

DEB-3, to 46% debt/54% equity to buttress its financial metrics and prevent 

further degradation of its current credit ratings. Although APS’ balance sheet 

would reflect this nominally stronger structure, the rating agencies routinely 

include items such as off-balance sheet financings, operating leases and debt 

imputed for purchased power agreements (“PPAs”) in their analysis. Using 

these more rigorous criteria, our capital structure becomes more leveraged and 

hence more risky 50% debt/50% equity. 

ARE YOU SPONSORING ANY ATTACHMENTS TO YOUR 
TESTIMONY IN ADDITION TO THOSE PORTIONS OF THE SFR’S 
DESCRIBED ABOVE? 

Yes. My testimony includes the following Attachments: 

1. 

2. 

3. DEB-3 - Capital Structure. 

4. DEB-4 - FFO/Debt Graph. 

DEB- 1 - A P S  Financial Indicators with Proposed Rates. 

DEB-2 - APS Financial Indicators with Current Rates. 

FINANCIAL RESULTS 

PLEASE DISCUSS THE CURRENT FINANCIAL CONDITION OF APS. 

Perhaps a historical perspective would be helpful. As the Commission knows, 

APS‘ rates decreased throughout the 1990s until the Commission approved the 

rate increase included in Decision No. 67744. Although that rate increase 

helped to reinforce the Company’s sliding financial metrics to some extent, AF’S’ 

continued ability to earn a fair return and meet the financial criteria necessary to 
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prevent further downgrades remains at risk without :he rate relief now being 

requested. 

Please allow me to explain what this means in terns of the Company’s current 

financial condition. In Attachment DEB-I, I provide some key financial 

metrics, including: (1) funds from operations (“FFO”) interest coverage; (2) 

FFO to debt (“FFO/Debt”); (3) debt to capital (“Debt to Capital”); and (4) return 

on common equity (“ROE”) for three historic (2003, 2004, and 2005) and two 

projected (2006 and 2007) years, with the proposed rate increase effective 

January 1, 2007. These calculations do not include the effects of the approval of 

the Interim Application filed on January 6, 2006, but they do assume that the 

Commission grants the Company fair and timely approval of surcharges and 

adjustors provided for under the PSA. Without such approvals, including that of 

the interim rate request, A P S  would suffer a dramatic and adverse financial 

impact. 

The financial projections for 2006 under DEB-1 assume the annual adjustment 

mechanism goes into effect on April 1, not the recently approved accelerated 

date of February 1. I have also assumed an $80 million surcharge becomes 

effective February 1, 2006 with recovery over a two-year period. The 

Commission‘s actions last week made both assumptions inaccurate. 

Unfortunately, we did not have time to update the corporate financial model. 

Nevertheless, these actions have a minimal impact on the financial ratios and 

would actually result in a further deterioration of the rnetrics. The financial 

projections for 2006 under DEB-2 assume the same April 1 effective date for the 

annual adjustor and surcharge recovery beginning February 1. In addition, we 
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Q- 
A. 

assumed that the Commission did not lift the $775.2 million cap. 

minimal impacts resulted. 

Again, 

Furthermore, as demonstrated in Attachment DEB-I, the ROE reached 9.0% in 

2004 and then declined in 2005 to 6.8%. The forecasted 7.9% ROE in 2006 

falls substantially below the range that APS witness Dr. Willi& Avera 

determined to be APS‘ appropriate cost of equity. 

APS’ ability to earn a fair rate of return and maintain investment grade credit 

ratings remains at risk without the requested rate increase and without the timely 

and fair implementation of PSA surcharges and adjustments. Indeed, without 

adequate permanent rate relief and a fully functional and effective PSA, APS 

will have no opportunity to recover its capital costs, which effectively would 

confiscate a portion of that capital in economic terms. 

WHAT DOES A CREDIT RATING AGENCY DO? 

A credit rating agency provides opinions on the creditworthiness of an entity and 

its financial obligations (such as bonds, preferred stock, and coinmercial paper). 

Pursuant to its regulations, the U.S. Securities and Exchange Commission 

(“SEC’‘) has denominated four of these credit rating agencies “Nationally 

Recognized Statistical Rating Organizations” or “NRSROs.” The SEC currently 

includes as NRSROs Dominion Bond Rating Services Ltd. (”DBRS”), Fitch, 

Inc. (Yitch‘:), Moody‘s Investors Service (“Moody’s”), and S&P. 

Generafly, long-term debt credit ratings distinguish between investment grade 

and non-investment grade. For example, a credit rating agency may assign a 

“AAA” credit rating as its top investment grade rating for corporate bonds and a 

“BB” credit rating or below for non-investment grade or “junk” corporate bonds. 
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Q. 

A. 

Rating designations of both Fitch and S&P have "BBB-" as the lowest 

investment grade rating and "BB+" as the highest non-investment grade rating. 

Comparable rating designations of Moody's are "Bad" and "Bal", respectively. 

Commercial paper] credit ratings are designated by S&P as "ALI ", "A-2", "A- 

3"y and "B", with "A-1" indicating the highest quality rating and 'W' being at 

the low end of the spectrum. Moody's has comparable ratings designations of 

"Prime- l", "Prime-2", "Prime-3", and "Not Prime" (abbreviated as "P- 1 ", "P- 

2", "P-3", and "NP"). Critically, no market has deveIoped for commercial paper 

rated below "A-3" by S&P or "P-3" by Moody's and even the A-3/P-3 market is 

of recent origin and tacks the liquidity of the market for higher grades of 

commercial paper. 

WHICH CREDIT RATING AGENCIES ISSUE CREDIT RATTNGS ON 
THE DEBT OF PINNACLE WEST AND APS? 

Moody's, S&P, and Fitch issue credit ratings on APS' debt. Moody's and S&P 

both issue credit ratings under a forrnal relationship under which they have 

access to the Company's nonpublic financial forecasts arid data for their 

independent analytical purposes. Fitch issues credit ratings on Pinnacle West 

and APS based soleIy on its access to publicly available financial information, 

data and news. 

Within the publicly traded debt markets, Moody's and S&P have the greatest 

influence. With rare exception, every mutual fund, insurance company, and 

' Commercial paper is a short-term, unsecured promissory note with a maturity ranging from 1 to 
270 days commonly issued by corporations to finance working capital requirements. Because the notes 
are unsecured, large corporations with investment grade credit, ratings dominate the commercial paper 
market. 
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Q. 
A. 

Q. 

A. 

other institutional debt investor require an entity to obtain credit ratings from 

Moody‘s and S&P before they will consider an investment in that entity‘s debt 

securities. Many institutional investors value Fitch credit ratings, particularly in 

connection with debt securities that have some unique or unusual provision. 

WHAT ARE THE CURRENT CREDIT RATTNGS FOR APS? 

The table below lists the current credit ratings: 

. Moody’s S&P 
Senior Unsecured Debt Baal BBB- 
Secured Lease Obligation 
Bonds 
Commercial Paper 

Ratings Outlook 

Baal BBB- 

P-2 A-3 
Under 

Stable’ Review For 
Possible 

Downgrade2 

Within the spectrum of investment grade debt, the financial markets consider 

these above ratings low investment grade. 

YOU MENTIONED THAT THE COMPANY NEEDS TO MEET 
CERTAIN FINANCIAL CFUTEIUA TO MAINTAIN ITS CREDIT 
RATTNGS. WHAT ARE THESE FINANCIAL CRTTERIAAND HOW DO 
THEY IMPACT THE COMPANY’S RATINGS? 

Credit rating agencies have established certain financial results and ratios 

(“merrics“) as guidelines for determining a credit rating. For example, the 

A RUR (Rating(s) Under Review) designation indicates that the issuer has one or more ratings 
under review for possible change in the short term. 

“Ratings Outlook” indicates the possible direction a rating may move over the intermediate to 
longcr term. “Positive” indicates ratings may be raised; “Negative” indicates ratings may be lowered; 
and “Stable” indicates ratings are not expected to change absent some significant positive or negative 
event . 
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Q- 

A. 

Q. 

published primary financial rnetrics required by S&P for a company with a 

business profile '6' to maintain "BBB': and "BB" category ratings are as 

follows: 

Business Profile 6 

FFO interest coverage 
FFO/Debt 

Debt to Capital 

BBB. BB 

4.2 - 3.0 
28% - 18% 
48% - 58% 

3.0 - 2.0 

18% - 12% 

58% - 62% 

The other rating agencies use similar, although unpublished, criteria. 

WHY DO THE RATING AGENClES CONSIDER THE FINANCIAL 
CRITERLA IMPORTANT? 

Financial criteria measure a company's financial health, performance and risk. 

Although a strong reiationship exists between earnings and cash flow, analysis 

of cash flow can reveal debt-servicing capability either stronger or weaker than 

otherwise apparent from earnings ratios. Thus, financial analysts use the FFO 

interest coverage ratio to measure the sufficiency of a company's cash flow to 

pay its interest costs. Debt to Capital measures a company's leverage. 

FFO/Debt measures the sufficiency of a company's cash flow to service both 

debt components - interest and debt principal - over time. FFO/Debt captures 

aspects of both interest coverage and the degree of leverage and, consequently, 

carries the most weight with the credit rating agencies in determining ratings. 
I 

IF THE PROPOSED RATES ARE IMPLEMENTED ON JANUARY 1, 
2007, HOW DO APS' FINANCIAL METRICS COMPARE WITH THOSE 
NEEDED TO MAINTAIN INVESTMENT GRADE RATINGS? 
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A. 

Q. 

A. 

As you can see in Attachment DEB-I, APS' Interest Coverage stays relatively 

flat at 3.4 times from 2005 to 2006 even with the PSA increases and then 

improves to 4.3 times if the proposed base rate increase applies to the full year 

2007. The FFO/Debt ended 2005 at 14.8%, improves slightly in 2006 to 16.0%, 

and increases to 21 9% at the end of 2007, assuming the proposed base rate 

increase is in effect for all of 2007. The Debt to Capital ratio demonstrates 

improvement from 2004 to 2005 after the infusion of equity into APS in 2005, 

ending 2005 at 50%. Even with the PSA increases in 2006 and the proposed 

base rate increase in 2007, Debt to Capital deteriorates to 53.4% by 2007 

because capital expenditures exceed cash flows required to serve the rapid 

growth in APS' service territory. (The first three ratios set forth in Attachment 

DEB-1 and Attachment DEB-2 reflect the effects of including imputed debt and 

interest expense attributable to purchased power agreements and to the Palo 

Verde Unit 2 sale and leaseback, which are adjustments made by the rating 

agencies.) ROE remains very weak in 2006 at 7.9%, but improves to a still 

inadequate 9.8% in 2007 assuming the base rate increase is in effect for the fulI 

year. The 9.8% still remains befow the Company's requested 11.5% return on 

equity due to the continued high level of capital expenditures required to serve 

the customer base, as we11 as inflationary impacts on operating costs and 

continued record high costs for natural gas and purchased power of which APS 

has to absorb approximately 10% of these higher fuel costs through the PSA. 

IN DETERMINING CREDIT RATINGS, DO THE CREDIT RATING 
AGENCIES LOOK AT MORE THAN THE FINANCIAL METRICS YOU 
DETAILED ABOVE? 

Yes. 

analysis. 

The determination of credit ratings includes more than financial ratio 

The agencies determine their ratings based on a variety of both 
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Q. 

A. 

quantitative and qualitative factors. For their quantitativz analysis, the agencies 

look not only at the financial rnetrics of a company, but also at significant trends 

in financial performance. They review financial projections and make an 

independent assessment of the likelihood of various future financial scenarios. 

The agencies look for financial metrics that stay within the specified target 

ranges. While S&P publishes their ranges, Moody's informs a company if any 

of the ratios do not meet the level they determine appropriate for the existing 

credit rating. 

In addition to the quantitative analysis, the agencies perform an extensive 

qualitative analysis. The rating agencies assess the regulatory environment in 

which a regulated utility operates, the various business and financial risks a 

company faces, and the utility's management and prior track record. After 

analyzing these quantitative and qualitative factors, the rating agencies 

determine a company's credit ratings. Moody's addresses this aspect of credit 

ratings on its website (Moodys.com): 

Because it involves a look into the future, credit rating is by nature 
subjective. Moreover, because long-term credit judgments involve 
so many factors uni ue to particular industries, issuers, and 

formulaic methodology would be misleading and would lead to 
serious mistakes. 

countries, we believe t R at any attempt to reduce credit rating to a 

That. is why Moody's uses a multidisciplinary or c'universal'' 
ap roach to risk analysis, which aims to bring an understanding of 
a1 P relevant risk factors and viewpoints to every rating analysis. 

HOW IMPORTANT IS THE REGULATORY ENVIRONMENT TO A 
RATING AGENCY'S QUALITATIVE ANALYSIS? 

Rating agencies view the regulatory environment as a major factor in evaluating 

companies. In an article New York Regulators ' Consistency Supports Electric 

Utilip Credir Qualily dated August 15, 2005, S&P states: 
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Q. 
A. 

Regulation defines the environment in which a utility operates and 
greatly influences a company’s financial performance.. .To be 
viewed positively, regulatory treatment should be timely and allow 
consistent erformance over time, given the importance of 
financial sta L ility as a rating consideration.” 

In another article Industry Report Card: U. S. Electric/Water/Gas:‘ dated July 6 ,  

2005, S&P provides an overview of utilities‘ ratings and opens the report by 

stating, “[r]egulatory rulings have once again become a dominant factor in 

companies’ credit quaIity.” 

Wachovia Securities, in a report Utilities: The Dark Side of ‘Back to Basics’ 

dated April 5 ,  2005, discussed the consequences of rising capital spending and 

the need for rate relief: 

Utilities are coming to regulators for rate increases to recover higher fuel 
prices, the cost of compliance with new environmental regulations, and 
investments for reliability improvements and for customer growth. With 
higher utility spending and the rising cost of fuel, electric utility revenue 
requirements are likely to grow faster than the general level of inflation 
for many years. 

WHAT IS THE CURRENT STATUS OF APS’ CREDIT RATINGS? 

APS’  credit ratings are currently in the investment grade range (“BBB-” by S&P 

and “Baal” by Moody‘s). On December 21, 2005, S&P downgraded APS’ 

credit ratings from “BBB” to “BBB-“, the absolute lowest investment grade 

credit rating. S&P expressed concern ”that the Arizona Corporation 

Commission (ACC) is not expeditiously addressing APS‘ growing fuel and 

purchased-power cost deferrals.. ..” S&P also noted that its decision to 

characterize APS’ new, lower credit ratings as “stable” assumed “that the ACC 

will resolve at least a portion of APS‘s increasing deferred power costs in 

January 2006.‘’ S&P‘s Research Updare: Pinnacle Wesr Capital S, Arizona 

Public Service S Ratings Lowered to ‘BBB- ’; Outlook Stable dated December 2 1, 
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2005. On January 26, 2006, S&P affirmed the Company’s credit ratings 

”following the generally constructive decisions made by the Arizona 

Corporation Commission (ACC) on Jan. 25 ... The stable outlook is premised 

on the ACC providing sustained regulatory support that adequately addresses 

building deferrals. Negative rating actions could result if regulatory support 

does not continue, or if market forces or operational issues lead to significant 
\ 

increases in the expected 2006 deferral level.” S&P3 Research Update: APS, 

PWCC’S ‘BBB-’ Corporate Credit Ratings Aflrmed On ACC Vote But 

Challenges Continue dated January 26,2006. 

On January 10, 2006, Moody’s placed the long-term ratings of APS under 

review for possibfe downgrade. The agency declared that an uncertain 

regulatory environment in combination with the absence of timely recovery of 

increased fuel and purchased power costs precipitated this action. In its article 

Moody’s Places The Debt Ratings of Pinnacle West (SY. Uns. Baa2) And 

Arizona Public Setvice Co. (Sr. Uns. Baal) Under Review For Downgrade 

dated January 10,2006, Moody‘s wrote: 

The review is prompted by deterioration in the company‘s current 
and projected financial metrics as a result of increased fuel and 
purchased power costs that the company has not been able to 
recover on a timely basis .... 

The review will focus on the outcomes of the various rate requests 
that APS has filed or is expected to file with Arizona Corporation 
Commission (ACC). Due to the substantial increase in market 
prices of he1 and elcctricity, APS is experiencing sharp cost 
increases. The magnitude of rate increases needed to cover these 
costs is sufficiently large to be likely to trigger regulatory and 
ratepayer resistance. In this context the recommendation by the 
administrative law judge does not bode well for full and tiinely 
recovery of increased costs .... 
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Q. 

A. 

There remains a significant amount of uncertainty surrounding the 
ultimate amount of cash that APS and Pinnacle will generate in 
2006. A P S  and Pinnacle’s financial strength are highly dependent 
upon timely implementation of cost recovery mechanisms .... 

Beyond 2006; supportive regulatory treatment remains key to the 
company‘s ability to maintain financial strength in light of 
significant needs for capital investment to serve a growing service 
territory. 

WHAT WOULD BE THE IMPACT ON THE COMPANY’S FINANCIAL 
CONDITION SHOULD THE COMMISSION REJECT OR 
SUBSTANTIALLY REDUCE APS’ RATE REQUEST? 

APS’ financial condition would suffer prompt, severe and continued 

deterioration, resulting in a credit ratings downgrade to the non-investment 

grade level. In Attachment DEB-2, I show A P S  ‘financial metrics assuming the 

denial of the instant rate application. Interest Coverage deteriorates from 3.3 

times at the end of 2005 to 3.0 times at ihe end of 2007. FFO/Debt ends 2005 at 

14.8% and further deteriorates to 13.7% by the end of 2007, both of which are in 

the non-investment grade range. Debt to Capital shows improvement from 2004 

to 2005 because of the infusion of equity into APS in 2005. Without the 

proposed base rate increase, however, the metric climbs from 50% leverage at 

the end of 2005 to almost 57% at the end of 2007. In addition, 2007 common 

equity returns decline to 4.3%, clearly a small fraction of what Dr. Avera has 

determined to be APS’ cost of equity. Significantly, such a return approximates 

that which an extremely cautious investor seeking a risk free fixed income 

investment would expect from long-term US Treasury Bonds. As 1 noted earlier, 

providing equity investors with no opportunity to earn at least the cost of that 
+ 

equity is economic confiscation of a portion of that equity’s value. Further, 

Moody’s noted in its Rating Action dated January 10,2006: 
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Q. 

A. 

Q- 

A. 

The ratings of A P S  and Pinnacle are likely to lx downgraded 
unless there are clear signals that A P S  d l  receive timely and full 
recovery of its increased costs such that we would expect their 
credit lnetrics to return to levels commensurate with those of 
similarly rated utility companies. 

The ratings agencies consider trends as well as the absolute level of the financial 

rnetrics. The rating agencies have already drawn negative inferences from the 

protracted time required to obtain cash recovery of deferrals and the resultant 

deterioration of APS’ financial health. 

COULD APS RETAIN ITS INVESTMENT GRADE RATINGS UNDER 
THE ABOVE CIRCUMSTANCES? 

No. APS will fall below investment grade. First, financial metrics alone would 

not support a continued “BBB” rating, especially in light of the continued trend 

of deterioration. Second, the Company could not demonstrate to the rating 

agencies any prospect of stopping further declines in its financial condition, let 

alone showing potential improvement in its financial metrics, unless the 

Commission continues to show support for APS‘ financial health. The 

Company‘s financial situation will be further exacerbated should it not receive 

timely and fair recovery of its fuel and purchased power costs under the pending 

interim emergency rate request. 

HOW IMPORTANT IS TIMELY AND SUFFICIENT RATE RELIEF TO 
U S ’  INVESTMENT GRADE CREDIT RATINGS? 

It is of utmost importance. As APS witness Steve Fetter discusses in more detaif 

and as I have already reviewed, rating agencies monitor more than just the 

financial metrics. They also look at qualitative factors, ranking regulatory 

treatment one of the most important. S&P and Moody’s have cited regulatory 
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Q. 

A. 

uncertainty as a source of credit challenge for APS. In its Research Swnrnary: 

Arizona Public Service Co., dated June 24,2005, S&P noted: 

A P S ‘  near-term challenges are largely reIated to regulatory lag. 
Timely recovery of costs incurred in the rate base will remain 
challenging for the utili ty.... 

The failure of PWCC or A P S  to meet expected financial results in 
2005 and 2006, particularly in light of the weakening in 
consolidated and utility credit metrics in 2004, couid lead to a 
downward revision of the outlook or a ratings change. Downward 
pressure on the ratings will occur if A P S  incurs significant power 
or he1 cost deferrals in excess of the fuel and purchased power 
adjuster’s Iimitations. Any ositive rating action is unlikely in the 
near term given the financia P metrics and the longer-term risks that 
the limitations placed on MS’ power supply adjuster present. 

In addition, Moody‘s Analysis: Pinnacle Wesf Capital Corporation dated May 

2005, cites the regulatory environment in Arizona as unpredictable and 

describes it as a credit challenge. 

The rating agencies would regard the failure by this Coinmission to recognize 

the need for the rate increase contained‘ in this request as an extremely 

significant negative. Such action could be interpreted by the rating agencies as 

indicating that the Commission will neither support AI’S taking the steps 

necessary to ensure the reliability of its system and responsibly address the 

needs of its custoincrs nor to take measures to help the Company safeguard its 

financial integrity. 

HOW IMPORTANT WAS THE COMMISSION’S APPROVAL OF THE 
PSA FROM THE RATING AGENCIES’ PERSPECTIVES? 

The credit rating agencies viewed the approval ofthe PSA as one of the critical 

elements of the last rate case decision (the other two being the approval of the 

transfer of the PWEC assets and the modest rate increase). In its April 27,2005, 

Rating Action: Pinnacle Wesr Capital Corporation, Moody‘s attributed the 
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Q- 

A. 

change in outlook to stable for A P S  at least in part to the a~proval of the PSA. 

The rating agencies view the existence of a PSA as reducing financial risk, 

especially for a company located in an area with growing customer and load 

requirements such as Arizona. In its May 4, 2005, Credit Analysis: Arizona 

Public Service Co., Fitch noted that "the adoption of the PSA and transfer of the 

PWEC assets were, in Fitch's view, constructive developments that enhance 

APS's  risk profile and creditworthiness." 

However, S&P, in its April 1, 2005 Research Update on APS, reiterated that its 

longer-term view of the current PSA was cautious: 

[Olver time, it is likely that A P S  will need a stronger PSA to 
maintain its current credit ratings, particularly given the 
expectation that over the next five years APS'  fuel mix will 
become heavily concentrated in natural gas. 

And, more recently, S&P noted: 

A relatively weak power supply adjustment mechanism, in 
combination with rapidly escalating and volatile gas prices, as well 
as the potential for a protracted surcharge proceeding, could cause 
deterioration in financial performance which, year to date, has 
been sub par for the rating. 

Research Summary, Arizona Public Service Co. dated October 4,2005. 

The agencies have noted that if A P S  loses the PSA or fails to receive timely and 

fair recovery of its fuel and purchased power costs, APS' financial profile will 

be significantly weakened. 

DO YOU AGREE WITH S&P'S CHARACTEMZATION OF THE PSA AS 
BEING WEAK? IF SO, WHY? 

Yes. The current PSA has several critical weaknesses. Even in light of the 

Commission's recent and helpful interpretation of the impact of the $776.2 

million annual "cap" on fuel. cost recovery and, further, assuming the permanent 
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Q. 

A. 

lifting of the "cap" as requested by the Company, the PSA continues to have 

structural weaknesses that we must address. First and foremost, APS may 

recover pursuant to the PSA only once a year rather than when the deferral 

balance reaches a certain' level. The triggering of both the annual adjustment 

mechanism and the surcharge can take place only after we caIculate the year-end 

deferral balance. Consequently, significant increases in deferral balances during 

the year face considerable regulatory Iag prior to recovery. Second, the annual 

adjustor remains capped at 4 mills. This cap serves to impede timely recovery 

of accumulated deferrals. And third, the surcharge process has no specific 

timeline for cost recovery. All of these issues aggravate the substantial costs 

associated with the Company's growing reliance on natural gas. 

PLEASE PROVIDE SPECIFTC DETAILS REGARDING THE 
FINANCIAL IMPACT OFA CREDIT RATINGS DOWNGRADE ON APS. 

Should the rating agencies Iower the Company's ratings below investment grade 

to '?junk" levels, the impact would be immediate and costly on a number of 

fronts : 

1. Over the next ten years APS will need to issue several billion doIlars of 

additionat long-term debt to finance essential generation, environmental 

control, and transmission and distribution construction programs, and to 

refinance maturing long-term debt. APS would have no alternative but to 

turn to the "junk" bond market to finance this capital need. 

The non-investment grade fixed income market has far fewer buyers, 

much wider spreads to Treasuries, significantly shorter maturities, and 

exceedingly heightened volatility. The availability of hnding in this 

market ebbs and flows with great speed, thus often depriving many needy 
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junk issuers of a reliable source of funds during times of heightened 

demand and competition. 

. As a result, by 2016, the Company‘s annual financing costs recoverable 

from customers would increase between $115 million and $230 million 

over projected amounts had APS not suffered the downgrade to ’;junk” 

stat us. 

2. APS has $539 million of tax-exempt debt outstanding under remarketing 

programs wherFby the securities are effectively issued with a daily or 

weekly maturity, with the intention that the securities will be 

continuously remarketed until their ultimate maturities in 2024 through 

2034. The annual interest rate on this debt floats around 3.0%. Thus, the 

Company currently avails itself of extremely attractive short-term, tax- 

exempt interest rates, under the “umbrella” of a very long-term debt 

instrument. This dcbt requires bank letters of credit (“LOCs”) or third 

party insurance to support its creditworthiness. The commercial banks 

and municipal bond insurance companies base their pricing on A P S ’  

credit ratings. Any further degradation in the ratings would increase such 

costs. Additionally, investors ordinarily require a’higher yield due to the 

increased. risk associated with the lower ratings. The increased fees and 

additional interest would increase financing costs $4 million per year that 

would need to be recovered from customers. 

3. Given. the seasonal nature of APS’ cash flows, the Company places a 

heavy reliance on commercial paper fur working capital needs. APS 

expects to average about $200 miIlion of commercial paper outstanding 

20 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Q. 

A. 

and could face peak liquidity needs of up to $400 n-ii!!ion. As a result of 

the recent downgrade by S&P, APS’ access to the commercial paper 

markets has been significantly curtailed. APS’  commercial paper rating 

is currently A-3 and P-2 by S&P and Moody‘s, respectively. A 

significant number of commercial paper buyers cannot purchase ”Third 

Tier” (A-3) paper because of prohibitions in their investment policies. 

Given that limited investor base, A P S  can no longer count on daily 

liquidity. At best, the Company can borrow up to one week, whereas 

commercial paper can typically be issued up to 270 days. Should A P S  

suffer further downgrades to non-investment levels, its access to the 

commercial paper market would be eliminated. No institution purchases 

junk-rated commercial paper. A P S  would forfeit the significant 

advantages of commercial paper, daily liquidity and competitive pricing. 

As a direct consequence, A P S  would be forced to turn to more costly 

revolving credit agreements to satisfy its daily working capital needs. 

Such a situation would increase A P S ’  overall cost of borrowing by about 

$1 million per year, ultimately leading to increased costs for APS‘ 

cus t omers . 

All of these costs would further burden APS, which already is laboring under the 

recent downgrade by S&P. 

ARE THERE ANY OTHER COSTS AND/OR RISKS TO APS AND ITS 
CUSTOMERS THAT WOULD RESULT FROM APS BEING 
DOWNGRADED TO A “JUNK” LEVEL CREDIT RATTNG? 

A credit rating downgrade to ‘:junk“ would bring about additional negative 

impacts that, while difficult to quantify, carry the following additional costs and 

risks: 
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1. APS places significant reliance on bank credit agreements which it 

renews on a periodic basis. . Non-investment grade credit ratings: 

forecasted weak cash flow, and deteriorated financial metrics, in 

combination with the unsupportive regulatory environment, would cause 

most banks to “run for the hills” upon the renewaI date of such 

agreements. The few banks that might renew would demand significantly 

higher prices and extremely onerous covenants that, in the event of 

further financial stress, could potentially take APS to the brink of default 

and bankruptcy. 

2. APS’ marketing and trading function would suffir as a resuit of the 

downgrade ‘of APS to a non-investment grade rating. Consistent . 

throughout our energy trading business: most of APS‘ agreements with 

energy trading counterparties require, in the event of a downgrade to junk 

status, that APS provide the counterparty with cash collateral (termed a 

“collateral call”) to cover the difference between the contract price and 

the then-existing market price of the commodity. .This could place a 

significant liquidity strain on A P S  at a time when the Company has 

restricted access to the capital markets. Moody‘s highlighted this issue in 

its October 2002 publication, U.S. Electric Uiilities - 2002 irtdustry 

Outlook: 

[TJhe energy merchant sector carries significant 
liquidity risk due to its confidence-sensitive nature and 
to the system of credit allocation among energy traders 
that requires collateral postirigs in the event of rating 
downgrades. The structure relied on by the industry 
creates a type of pernicious rating trigger that became 
a key factor in creating distress situations for several 
energy traders. The existence of explicit and implicit 
rating triggers in most commercial contracts among the 
traders ensures that counterparty contracts either 
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A. 

Q. 

A. 

3. 

unwind or require additional cash coliateralizsltion if 
credit ratings decline below investment grade. As 
downgrades below investment grade occurred due 
primarily to Moody‘s concerns about weak cash flow 
generation from most energy merchant coni anies: the 

a time that these companies were least able to access 
the market. 

result was a sudden and precipitous call on P iquidity at 

In addition to cash collateral calls, energy trading counterparties pl ce 

other onerous terms on their dealings with non-investment grade 

companies. APS would be forced to prepay for a large amount of the 

Company’s power plant fuel and fuel transportation needs. Any form of 

longer-term commodity agreement would require the Company to 

provide up-front cash collateral. APS’ costs of doing business in the 

wholesale markets would increase significantly and make it much more 

difficult to hedge the Company‘s commodity positions, further increasing 

the Company’s risk profile. 

COULD YOU SUMMARIZE THE IMPACT OF A DOWNGRADE ON 
APS’ FINANCING COSTS? 

Yes. A downgrade of APS’  credit ratings to non-investment grade would cause 

annual interest expense to increase approximately $ I  5 million to $30 million in 

2007. That annual increased interest expense would escalate to approximately 

$115 to $230 million by 2016. On a cumulative basis, over a ten-year period 

beginning in 2007, additional interest expense of $675 million to $1.3 billion, 

depending on actual interest rates paid, would be passed on to customers. 

WHAT SHOULD BE THE ULTIMATE GOAL FOR APS IN TERMS OF 
CREDIT QUALTTY? 

We have spent much time discussing the problems attendant upon APS falling 

below an investment grade credit rating. I do not believe that this Commission 
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Q. 

A. 

wants to establish rate levels such that APS just barely qualifies for an 

investment grade credit rating. I have been the chief financial officer of an 

electric utility for more than I7 years, have almost 30 years of utility finance 

experience and, during that period of time, I have had experience working with 

utilities rated from “BBB-“ up to a utility rated “AA-“. A utility rated LLA‘’ or 

better always has far more attractive financing options, covenants and pricing 

than one rated below an “A“. In addition, the market for non-investment grade 

debt, the so-called “high-yield: or ”junk bond” market occasionaliy closes for 

indefinite periods of time. Should APS fa11 to “junk” status, we can have no 

confidence that A P S  could successfuIly issue the billions of doIlars of “junk” 

bonds that would be required over the next ten years. Looking to the future, 

with the strong growth inherent in APS’ service territory and APS’ continuing 

need to make capital investments to meet the growing energy needs of its 

customers, APS must achieve a credit rating of “A” to provide it with the 

appropriate level of financial flexibility to minimize its financing costs and 

maximize its options over the long term. 

FINANCIAL COMMUNITY VIEW OF A P S  

PLEASE SUMMARIZE HOW THE FINANCIAL COMMUNITY’S VIEW 
OF THE ELECTRIC INDUSTRY CHANGED BETWEEN 2000 AND 
TODAY. 

In 2000, the electric utility industry sat atop the crest of an economic boom 

cycle. Many companies that had operated within a regulated environment had 

formed non-regulated affiliates in anticipation of the restructuring of the 

industry that swept across the country. Regional market conditions had driven 

up spark spreads and inflated forward price curves resulting in speculative 

power plant development. The participants in that market were highly rated, 
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financially robust companies that had ready access to the debt capital and bank 

credit markets. Financial institutions enthusiastically supported the extension of 

credit. By mid-2001, however, the California market imploded and FERC put 

price caps in place, effectively hatting this rapid development. The financial 

’community, including financial institutions and rating agencies, became 

concerned about what they came to view as an over-built market. 

As restructuring came to a halt, and reversed in some cases, financial institutions 

and the rating agencies began to focus again on the regulatory environment in 

which companies operate. They started to examine more closely the nature of 

the relationships between the companies and their regulators. That scrutiny 

continues today. As S&P stated in its April 14, 2005 report US. UtiZiv 

Regulation Returns to Center Stage: 

[T]he confluence of the approaching end of these transitions 
periods and the growing need in certain regions of the country 
for significant resource additions is quickly ‘returning the 
regulatory arena to center stage. In assessing the regulatory 
environment in which a utility operates, Standard & Poor’s 
analysis is guided by certain principles, most rominently 

timeliness. For a regulatory scheme to be considered 
supportive of credit quality, commissions must limit 
uncertainty in the recovery of a utility‘s investment. They 
niust also eliminate, or at least greatly reduce, the issue of 
rate-case lag that may prove detrimental if a utility needs rate 
relief.. .. 

consistency and predictability, as well as ef P iciency and 

While it is still too early to determine what trends may prevail 
regarding decisions for the post-transi tion market structure, it 
is noteworthy how credit quality is emerging as an integral 
component in recent rulings .... 

SHOULD THIS CONMISSION CARE WHAT WALL STREET THINKS 
ABOUT ARIZONA REGULATION? 

Yes. Wall Street supplies the capital that will allow APS to grow to meet the 

energy needs of its customers. Of course, one must ask “at what cost.” What 
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A. 

Wall Street thinks of APS and this Commission's actions.\;-ill have a great 

bearing on the ultimate costs charged to customers. 

DOES WALL STREET CONCENTRATE PRIMARILY ON "PRO- 
INVESTOR" AND "PRO-UTILITY'' REGULATORY DECISIONS? 

Wall Street analysts and bankers have to analyze each regulatory decision, 

regardless of its characterization. Every regulatory decision or action, whether 

"pro-consumer" or "pro-utility", alters the operating environment for a utility 

and, hence, the pricing of its equity and debt securitiks. Above everything else, 

they want to see fair, consistent, and responsive decision making rendered in a 

timely fashion in response to a utility's changed circumstances. Labels such as 

"pro-investor" and "pro-consumer" obscure the large community of interest 

these two groups share. If the Commission acquires the label of "pro- 

consumer," it might come at a debilitating financial cost to Arizona customers. 

Few people know better than I the frustrations and outright annoyance at the 

changing whims and recommendations of Wall Street analysts. We have to rise 

above the rhetoric and focus on the important and the immutable: WaIl Street 

provides the capital in this country. They base the allocation and pricing of 

capital primarily upon their analysis of risk in all its guises. Without that capital, 

APS cannot continue to meet its customersf needs. For that reason, whether 

through inconsistent regulatory policy, depressed returns on equity, inadequate 

fuel and purchased power clauses, delays in decision making or other matters, 

Wall Street will extract a punishingly high cost from customers. 

A P S  serves the electricity needs of much of the growing state of Arizona. 

Economic growith and development in the state relies on a number of complex 

interacting factors. A healthy, thriving state economy depends upon the steady 
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A. 

provision of dependable electric service. Understandabiy, all classes of 

customers expect reliable .electric service and that requires A P S  to continue to 

invest in generation, transinission and distribution plant to meet the needs of the 

ever-growing customer base. A P S  needs consistent access to the capital and 

bank markets, in conjunction with reasonable price levels and terms to h n d  its 

growing infrastructure. Non-investment grade, "junk" credit ratings and a 

negative view of the Company by Wall Street will eliminate the Company's 

ability to attract capital at a reasonable cost. 

WHAT WAS WALL STREET'S Rl3ACTION TO LAST WEEK'S 
DECISION BY THE COMMISSION ON THE POWER SUPPLY 
ADJUSTOR? 

Wall Street viewed certain parts of: the ACC's decision as helpful for APS but, at 

the same time, voiced concerns over other aspects of the decision and future 

regulatory relief developments. 

Wall Street termed positive the change in the PSA implementation date from 

April 1 to February 1 and the removal of $776.2 million annual cap. Tn its 

Research Update dated January 26,2006, S&P wrote: 

Standard & Poor's Ratings Services affirmed its 'BBB-' corporate 
credit ratings on Arizona Public Service (APS) and its parent, 
Pinnacle West Capital Corp. (PWCC), following the generally 
constructive decisions made by the Arizona Corporation 
Commission (ACC) on Jan. 25. The commission lifted a cap that 
limited A P S '  opportunity to recover he1 and purchased power 
costs and modestly advanced the collection of deferred costs that 
A P S  was incurring under the terms of its power supply adjuster 
(PSA). Research Update: APS, P WCC 's 'BBB- ' Corporate Credit 
Ratings Af3rined On ACC Vote But Challenges Continue. 

On the other hand, there remains great concern over the Commission's 

interpretation of the PSA surcharge mechanics. S&P further stated in the 

Research Update quoted above that "the surcharge vote removes patentiaIIy 
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A. 

critical flexibility for timely recovery of prudently incurred Fuel and purchased 

power costs.“ 

In addition, other Wall Street firms stated that despite the positive aspects of the 

Commission’s decision, APS faces significant regulatory risk mainly regarding 

the emergency interim rate relief request. 

Despite this short term positive we stiIl see significant go forward 
regulatory risk ... These decisions lessen the risk of further 
downgrades by the ratings agencies in the near term. However, 
A P S ‘  credit metrics remain in junk territory, baring passage of the 
interim ,rate filing. Lehman Brothers, Pinnacle West Capital, dated . 
January 25,2006. 

While the PSA adjustment does expedite the company’s receipt of 
cash from customers, it only increases the collection by two 
months, resulting in approximately $15 million of additional cash 
in 2006- In addition, in its meeting the ACC fell short of providing 
PNW with other needed rate relief and essentially deferred those 
items to a hture date. JPMorgan, Pinnacle West Capital Corp PSA 
Adjusled; Other Itenis Remain -ALERT, dated January 25,2006. 

CAPITAL STRUCTURE 

IS THE COMPANY PROPOSING ANY CHANGE TO ITS CAPITAL 
STRUCTURE IN THIS RATE CASE? 

‘ 

Yes. We are proposing a capita1 structure consisting of 46% long-term debt and 

54% equity. 

WHAT ADJUSTMENTS DID YOU MAKE TO THE CAPITAL 
STRUCTURE? 

As of September 30, 2005, the Company’s capital structure consisted of 46% 

long-term debt and 54% equity. Attachment DEB-3 shows APS’ long-term debt. 

and common equity balances as of the end of the September 2005 test year. I 

have applied four pro forma adjustments to this September 30, 2005 actual cost 

of capital. 
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The first adjustment adds $360 million to A P S ’  common ecpity. In 2005, 

Pinnacle West issued additional’shares of common stock to the public and 

infbsed $250 million of the related net proceeds into A P S .  Pinnacie West also 

sold the Silverhawk Power Plant to Nevada Power Company in January of 2006 

for $210 million. Pinnacle West had already infused $100 million of the 

common stock proceeds into APS during the test year. We contributed the 

remaining $150 million of common stock proceeds and $2 10 million Silverhawk 

disposition proceeds were infused in early 2006, thus giving rise to the $360 

million pro fom’a adjustment. 

The second adjustment reflects an annual APS dividend of $170 million. The 

third and fourth adjustments remove impacts to equity of non-cash accounting 

adjustments for pension and derivatives. 

WHY DID APS NEED THESE EQUITY INFUSIONS? 

The Company needed additional equity to keep its financial rnetrics strong 

enough to maintain an investment grade credit rating. An investment grade 

credit rating ensures that the Company has ready access to the capital markets to 

finance the capital expenditures necessary to serve its rapidly growing customer 

base and to refinance existing debt maturities as they come due. 

In determining credit ratings, the agencies place the greatest emphasis on the 

financial metric FFODebt. During the 2000 to 2002 time frame, APS’ 

FFOBebt ratio fell within the parameters for a credit rating of “A“. See the 

graph attached as Attachment DEB-4. Over the pcriod 2002 to 2004, however, 

this financial metric rapidly deteriorated into the category of non-investment or 

“junk” grade of ”BB”. Beginning in the fall of 2004 and continuing into the 
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spring of 2005, Pinnacle West and A P S  came under intense pressure from both 

S&P and Moody’s to issue common equity to offset the amount of debt and to 

strengthen the deteriorating credit metrics. In response to this pressure, in May 

2005, Pinnacle West sold approximately $250 million of common stock and 

announced the sale of the Silverhawk Power Plant. These two transactions 

generated approximately $460 million which we prudently transferred to A P S  to 

reduce debt levels. 

As can be seen on Attachment DEB-4, the rate increase effective on April 1, 

2005, combined with the assumption that the Company receives timely and fair 

recovery of fluel and purchased power costs under the PSA will not move the 

FFO/Debt financial metric out of the ‘‘junk“ category. A downgrade of the 

Company’s debt below investment grade could cost A P S  customers as much as 

$1.3 billion in higher interest costs over ten years beginning in 2007. In order to 

maintain the Company‘s investment grade credit ratings, APS needed the equity 

inhsion to relieve the immediate pressure on its financial metrics. 

WHAT IS THE EFFECT OF THE HIGHER EQUITY RATIO ON APS? 

With the addition of equity capital and the decrease in debt as a percent of 

capital, FFODebt remains relatively flat in 2005. See the graph attached as 

Attachment DEB-4. 

During the spring of 2005, both S&P and Moody’s commented favorably on 

Pinnacle West management’s decision to authorize the issuance of additional 

equity by Pinnacle West, the sale of Silverhawk, and the subsequent equity 

infusions to APS, all aimed at reducing financial pressures on APS. On April 27, 

2005, Moody’s stated: “The change in outlook also reflects [APS’] 
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demonstrated intent to improve its financial strength by financing a portion of its 

rising capital expenditures with equity." And on April 27, 2005, S&P wrote: 

"Both the equity issuance and the potential sale of Silverhawk were factored into 

Standard & Poor's action last month to revise the outlook on APS and PWCC's 

ratings to stable from negative,'' 

More equity investment .will mean less debt and less interest expense than will 

otherwise be the case. For every $100 million not borrowed, A P S  will save $50 

million in interest over a ten-year period, even at a historically low interest rate 

of just 5%. Assuming a modest coverage ratio of 3.0 times, this means that for 

every dollar of saved interest cost, APS wilI need three fewer dollars of pre-tax 

earnings to maintain that coverage ratio. 

CONCLUSION 

DO YOU HAVE ANY CONCLUDING REMARKS TO YOUR DIRECT 
TESTIMONY? 

Yes. We must maintain AF'S' investment grade credit and access to the capital 

markets at reasonable costs for the customers' best interests and the future 

economic growth of Arizona. APS'  needs this rate increase to achieve and 

maintain financial metrics consistent with merely low investment grade credit 

ratings. In the long run, such investment grade crcdit ratings benefit MS 

customers because they allow the Company to fund at a reasonable cost the 

significant infrastructure required to meet the needs of its customers. Finally, 

the. Company's proposal to augment the capital structure through the infusion of 

additional equity wiI I  bolster the Company's credit ratings to the benefit of A P S  

and its customers. 
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DOES THAT CONCLUDE YOUR DIRECT TESTIMONY? 

Yes. 
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A. 

REBUTTAL TESTIMONY OF DONALD E. BRANDT 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

(Docket No. E-01345A-05-0816) 

INTRODUCTION 

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION. 

My name is Donald E. Brandt. I am Executive Vice President and Chief 

Financid Officer for both Pinnacle West Capital Corporation (‘Pinnacle 

West”) and Arizona Public Service Company (‘APS” or “Company”). I have 

responsibility for the finance, treasury, accounting, tax, investor relations, 

financial planning, and power marketing and trading functions at Pinnacle 

West and APS. My business address is 400 North 5* Street, Phoenix, Arizona, 

85004. 

DID YOU PROVIDE DIRECT TESTIMONY IN THE PROCEEDING 
THAT PROVIDES YOUR EDUCATIONAL AND PROFESSIONAL 
BACKGROUND? 

Yes. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

I will address the following issues: (i) the Company’s financial condition 

under both ACC Staff’s and RUCO’s recommendations as well as the 

Company’s modified asking; (ii) APS’ response to Chairman Hatch-Miller’s 

July 21, 2006 request to submit testimony addressing actions that the 

Commission could take to improve APS’ creditworthiness; (iii) an attrition 

allowance to enable APS to earn its allowed Return on Equity (“ROE); (iv) 

certain aspects of StafT‘s proposed ROE of 10.25%; (v)certain aspects of 

RUCO’s proposed capital structure of 50% debt and 50% equity, and ROE of 

9.25%; (vi)the aspects of Staff witness Antonuk’s testimony and RUCO 
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witness Hornby’s testimony that address APS’ hedging policy; (vii)Staff 

witness Ditmer’s, RUCO witness Dim-Cortez’s, and AECC witness Higgins’ 

pro forma adjustments regarding underfunded pension liability; (viii) RUCO 

witness Dim-Cortez’s pro forma adjustment for the removd of SEW costs; 

and (ix) the dramatic underperformance of Pinnacle West’s stock over the past 

two years and the resultant impact on APS’ customers. 

SUMMARY 
PLEASE SUMMARIZE YOUR TESTIMONY. 

Should the Commission accept either Staff’s or RUCO’s recommendations, I 

believe the Company’s credit ratings will be downgraded to non-investment 

grade “junk” levels. Over the next ten years, APS will require access to the 

capital markets to issue several billion dollars of debt to fund its massive 

infrastructure additions and improvements. A downgrade of APS’ credit 

ratings to “junk” status will severely limit this crucial access to the capital 

markets and will add over $1 billion of additional interest expense - a cost 

increase that customers would eventually shoulder. The following chart 

illustrates my expert assessment of the various recommendations currently 

before the Commission and their probable effect on APS’ credit ratings: 
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I prepared this illustrative chart utilizing my experience as a financial expert, 

as an executive with more than 22-years experience in the utility industry, as a 

chief financial officer of several major utilities over a period of more than 

18-years, and as a senior financial executive who has dealt continuously with 

the major credit rating agencies since 1983. 

The Commission should take several measures to help APS improve its credit 

quality, which I provide in response to the recent request by Chairman Hatch- 

Miller. Because we have responsibility for providing high quality electric 

service to one of the country’s fastest growing economies, we regard the timely 

recovery of costs and the challenge of regulatory lag as being of the utmost 
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importance. Moreover, A P S  must have the ability to earn an adequate ROE to 

meet the significant financial tasks we will confront. I have offered several 

innovative ideas that the Commission should consider at this time. 

Given the enormous infrastructure financing needs that lie ahead, APS must 

have ready access, on reasonable terms, to both the debt and equity capital 

markets. The Commission should establish an appropriate capital structure and 

ROE for APS that helps to attract and retain fixed income and equity investors. 

Unfortunately, the ROE proposals of both Staff and‘RUCO witnesses fail these 

critical requirements as does the capital structure suggested by RUCO. These 

recommendations would further exacerbate APS’ already strained financial 

condition. I describe the recent significant underperformance of Pinnacle 

West’s common stock that has resulted in enormous costs to shareholders and a 

resultant impact on A P S  customers. 

Staff witness Antonuk and RUCO witness Hornby have provided testimony on 

the APS hedging program. In general, I concur with most of the observations 

made by Mr. Antonuk about APS’ conservative hedging program, but I 

disagree with many of the characterizations and conclusions reached by Mr. 

Homby. 

The Staff, RUCO and AECC have all recommended the denial of the 

Company’s request to accelerate the recovery of its underfunded pension 

liability. APS firmly believes this issue, which currently confronts companies 

nationally, warrants resolution at this time rather than postponing the day of 

financial reckoning. 
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I also disagree with RUCO witness Dim-Cortez’s pro forma adjustment to 

remove all SEW costs from the test period. SERP forms an integral part of the 

total compensation package to enable management employees to receive 

equitable pension benefits. 

ARE YOU SPONSORING ANY ATTACHMENTS TO YOUR 
TESTIMONY? 

Yes. My testimony includes the following Attachments: 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

8. 

9. 

10. 

11. 

12. 

13. 

DEB-1RB -- APS Financial Indicators with APS’ Modified 
Proposed Rates. 

DEB-2RB -- APS Financial Indicators with Staff‘s Proposed 
Rates (Projected PSA). 

DEB3RI3 -- APS Financial Indicators with RUCO’s Proposed 
Rates. 

NARUC Summer Committee on Gas Meeting, Richard Cortrig 2 t DEB-4RB -- S&P, Regulation and Utility Credit Quali 

Jr., August 1, 2006. 

DEB-5RB -- S&P, Summary: Arizona Public Service Co., 
August 31,2006. 

DEB-6RB -- Moody’s, Credit Opinion: Arizona Public Service 
Co., May 9,2006. 

DEB-7RB -- Wall Street Journal, Investment-Grade Market 
Booms, September 7,2006, page C6 . 
DEB-8RB -- Donald Brandt’s Letter to Commissioners, July6, 
2006. 

DEB-9RB -- Jack Davis’ Letter to Commissioners, August 17, 
2006. 

DEB-lORB -- Financial Issues Report, APS, August 17,2006. 

DEB-1lRB -- Chairman Hatch-Miller’s Letter to Thomas 
Mumaw, July 21,2006. 

DEB-12RB -- S&P, US. Public Power Utilities’ Sev- 
Governance Bolsters Credit Quality, July 19,2006. 

DEB-13RB -- Moody’s, MOODY’S ASSIGNS Aal TO SALT 
RIVER PROJECT’S $296 MILLION REVENUE BONDS; 
OUTLOOK STABLE, June 16,2006. 
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14. DEB-14RB -- APS 2005 10-K, cover page and pages 99-100. 

15. DEB-15RB -- APS’ Response to RUCO’s Data Request 7.1. 

16. DEB-16RB -- Thomas Murnaw’s Letter to Commissioner Mayes, 
December 16,2005. 

17. DEB-17RB -- Pension Costs and Contributions. 

18. DEB-18- -- Accelerated Recovery of Underfunded Pension 
Liability. 

19. DEB-19RB -- Lehman Brothers uity Research, Pinnacle West 
Capital, Daniel Ford, August 21,2 3 0 6  . 

FINANCIAL RESULTS 

IF’ THE RATES PROPOSED BY APS IN ITS MODIFIED ASKING ARE 
IMPLEMENTED ON MAY 1, 2007, HOW DO APS’ FINANCIAL 
METRICS COMPARE WITH THOSE NEEDED TO MAINTAIN 
INVESTMENT GRADE RATINGS? 

As you can see in Attachment DEB-lRB, APS’ Funds from Operations 

Interest Coverage (“FFO Interest Coverage”) stays relatively flat at around 4.0 

times throughout the forecast period. This places it solidly within the “BBB” 
range. We project Funds from Operations to Total Debt (“FFO/Debt”) to end 

2006 at 17.6%, slightly below the 18% minimum needed for the “BBB” 
range. However, it improves to 19.2% in 2007 before deteriorating again to 

17.5% in 2008. With the assumed 4 mill annual PSA adjustments and the 

proposed base rate increase effective May I, 2007, Total Debt to Total 

Capitalization (“Debt to Capital”) remains in the “BBB” range, improving 

from 54.6% at year-end 2006 to 52.1% by 2007. (The first three ratios set 

forth in Attachments DEB-1RB through DEB-3RB reflect the effects of 

including imputed debt and interest expense attributable to power purchase 

obligations and operating leases such as the Palo Verde Unit 2 sale and 

leaseback, which adjustments the rating agencies always make to present an 

accurate picture of a company’s true financial obligations.) ROE is very weak 

in 2006 at 8.5%, declines to a weaker 8.0% in 2007 despite implementation of 
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a 21.2% rate increase May 1, 2007, and falls further to 7.4% in 2008 even 

with the base rate increase in effect for the full year. The projected ROE 

levels remain below the Company’s requested 11.5% ROE due to the 

continued high level of capital expenditures required to serve our rapidly 

expanding customer base, as well as inflationary impacts on operating costs. 

Of course, APS also has to absorb 10% of the difference between the price it 

pays for fuel and purchased power and amount of fuel in base rates, which 

further exacerbates the weak ROE. 

WHY HAVE YOU EMPHASIZED 2007 AND 2008 IN YOUR ANALYSES 
OF THE IMPACT OF THE VARIOUS REVENUE REQUIREMENT 
RECOMMENDATIONS? 

I have emphasized these years because new rates first take effect during 2007, 

and 2008 would reflect a full year’s impact of such rates. Should APS file 

another general rate case as soon as the current proceeding concludes, we 

doubt that APS could receive rate relief significantly before the end of 2008. 

Thus, the financial results described here would likely show little 

improvement until at least 2009. 

IF THE STAFF’S PROPOSED RATES INCLUDING THE USE OF 
PROJECTED 2007 COSTS IN THE PSA ARE IMPLEMENTED ON 
MAY 1,2007, HOW DO APS’ FINANCIAL METRICS COMPARE WITH 
THOSE NEEDED TO MAINTAIN INVESTMENT GRADE RATINGS? 

When viewed in the aggregate, APS’ fmncial metrics fall far below the 

minimum levels required to maintain investment grade ratings. As you 

can see in Attachment DEB=2RB, APS’ FFO Interest Coverage steadily 

declines from 3.9 times at year-end 2006 to 3.4 times at the end of 2008. The 

FFO/Debt shows significant deterioration ending 2006 at 17.6% and falling to 

15.1% by the end of 2008. This critical financial metric will definitely sink 

below investment grade. The Debt to Capital ratio worsens from 54.6% in 

2006 to 59.6% by 2008, well outside the acceptable “BBB” range. In brief, 
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the absolute levels of the ratios and their ominously declining trend line s i l l  

not enable APS to maintain investment grade credit ratings under Staff’s 

recommendation. Additionally, the resulting grossly inadequate ROES of 

6.8% in 2007 and 6.3% in 2008 fall very significantly below Staff‘s 

recommended 10.25%. 

IF THE PROPOSED RUCO’S RATES ARE IMPLEMENTED ON MAY 
1, 2007, HOW DO APS’ FINANCIAL METRICS COMPARE WITH 
THOSE NEEDED TO MAINTAIN INVESTMENT GRADE RATINGS? 

In general, RUCO’s recommendations follow the same pattern as Staff’s but 

result in even weaker financial metrics. As shown in Attachment DEB3RB, 

APS’ FFO Interest Coverage steadily declines from 3.9 times at year-end 2006 

to 3.0 times at the end of 2008, the bare minimum needed for investment 

grade. The FFO/Debt shows significant deterioration, falling to 12.9% by the 

end of 2008. This critical financial metric will definitely decline below 

investment grade and will approach the minimum of the ‘%B” range - deeply 

in the range of “junk” debt. The Debt to Capital ratio worsens from 54.6% in 

2006 to 60.9% by 2008, which is then also outside the “BBB” range. Should 

RUCO’s recommendations be adopted, it will result in both the deterioration 

of the absolute levels of the ratios as well as their negative trends such that 

APS will not maintain investment grade credit ratings. Indeed, the resulting 

ROE of 6.0% in 2007 and 4.6% in 2008 will sink drastically below RUCO’s 

own recommended 9.25%. 

WHY DO THE RATING AGENCIES CONSIDER FINANCIAL 
METRICS SO IMPORTANT? 

Financial metrics measure a company’s financial health, performance and risk. 

Although a strong relationship exists between earnings and cash flow, analysis 

of cash flow can reveal debt-servicing capability either stronger or weaker 

than otherwise apparent from earnings ratios. Thus, financial analysts use the 
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4. 

FFO Interest Coverage ratio to measure the sufficiency of a company’s cash 

flow to pay its interest costs. Debt to Capital measures a company’s leverage. 

FFO/Debt measures the sufficiency of a company’s cash flow to service both 

debt components - interest and debt principal - over time. FFODebt captures 

aspects of both interest coverage and the degree of leverage and, 

consequently, carries the most weight with the credit rating agencies in 

determining ratings. 

WHAT ARE THE TARGET RANGES FOR APS’ FINANCIAL RATIOS 
FOR “BBB’’ AND “BB” RATING LEVELS? 

Primary financial metrics required by Standard & Poor’s (“S&P”) for a 

company, such as APS, with a business profile ‘6’ to maintain “BBB” and 

“BB” category ratings are as follows: 

FFO Interest Coverage 
FFO/ Debt 
Debt to Capital 

BBB BB 

4.2 - 3.0 

28% - 18% 

48% - 58% 

3.0 - 2.0 

18% - 12% 

58% - 62% 

The other rating agencies use similar, although unpublished, criteria. 

HAVE YOU GRAPHED THE TMREE PRIMARY CREDIT METRICS 
FOR EACH OF THE APS, STAFF AND RUCO PROPOSALS? 

Yes. The following three graphs depict the financial metrics for FFO Interest 

Coverage, FFO/Debt and Debt to Capital for each of the proposed APS’ rate 

increases. Also included are the applicable ranges for “BBB” and “BB”. This 

helps visually depict APS’ relative financial condition under each of the three 

proposals. 
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IN DETERMINING CREDIT RATINGS, DO TEIE CREDIT RATlNG 
AGENCIlEfs LOOK AT MORE THAN THE FINANCIAL METRICS 
YOU DETAILED ABOVE? 

Yes. The determination of credit ratings includes more than financial metric 

analysis. The agencies determine their ratings based on a variety of both 

quantitative and qualitative factors. For their quantitative analysis, the 

agencies look not only at the financial metrics of a company, but also at 

significant trends in financial performance. They review financial projections I 

and make an independent assessment of the likelihood of various future 

financial scenarios. The agencies gain confidence from financial metrics that 

stay within their specified target ranges. While S&P publishes their ranges, 

Moody’s Investors Service (“Moody’s”) informs a company if any of the 

ratios do not meet the level they determine appropriate for the existing credit 

rating. 

In addition to the quantitative analysis, the agencies perform an extensive 

qualitative analysis. The rating agencies routinely assess the regulatory 
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environment in which a regulated utility operates, the various business and 

financial risks a company faces, and the utility’s management and prior track 

record. Rating agencies view the regulatory environment as a major factor in 

evaluating companies’ credit and prospects. Only after analyzing all of the 

quantitative and qualitative factors, will the rating agencies determine a 

company’s credit ratings. In a recent presentation before the NARUC 

Committee on Gas, Richard Cortright, Managing Director of Utilities, Energy 

& Project Finance Ratings for S&P (one of S&P’s most senior executives), 

stressed that the tenor of both the regulatory and political environments in 

which a company operates has come “front and center once again.” 

Attachment DEB-4RB. He made the following specific points regarding 

regulatory uncertainty: 

0 The character of regulatory decisions will perhaps be the 

major determinant of utility credit quality for many years, 

0 Uncertainty deprives utilities of credit strength, and 

Uncertainty is created by unsupportive actions: delaying 

decisions (regulatory lag), prudency disallowances, 

absence of pre-approved infrastructure investments. 
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WHAT IS THE CURRENT STATUS OFAPS’ CREDIT RATINGS? 

The table below lists the current credit ratings: 

Moody’s S&P 
Senior Unsecured Debt Baa2 BBB- 
Commercid Paper P-2 A-3 

Ratings Outlook’ Negative I Stable 

APS’ credit ratings currently sit in the investment grade range. However, 

S&P’s ratings of APS remain at the absolute lowest investment grade credit 

rating and Moody’s has APS on negative outlook, plainly stating that it may 

lower the ratings. 

S&P published an article dated August 31, 2006, entitled Summary: Arizona 

Public Service Co. Attachment DEB-SRB. In the article S&P expressed 

concern about the uncertainty of “how the Arizona Corporation Commission 

(ACC) will address APS’ pending general rate case request”. They describe 

the outlook for APS as follows: 

The stable outlook for PWCC and APS’ rating is premised on the 
ACC continuing to provide sustained regulatory support that 
addresses permanent rate relief and manages the deferral 
balances downward over a reasonable time frame. 

In the same article, S&P makes explicit their continuing concerns about the 

weakness of APS’ credit metrics. They state, “Cash flow metrics for 2006 will 

be modestly assisted by the surcharges but funds from operations (FFO) to 

total debt is expected to be below S&P’s benchmarks until going forward retail 

“Ratings Outlook” indicates the possible direction a rating may move over the intermediate to 
longer term. “Positive” indicates ratings may be raised; “Negative” indicates ratings may be lowered; 
and “Stable” indicates ratings are not expected to change absent some significant positive or negative 
event. 

1 
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rates are brought more in line with current costs.” They add that, “FFO to 

interest coverage is expected to remain in line with the rating”. The debt to 

capital ratio remains within benchmarks for the current rating if they do not 

adjust for debt-like pension obligations, but could worsen with additional debt 

financings needed for critical capital expenditures. 

Most recently, Moody’s published a credit analysis of APS entitled, Credit 

Opinion: Arizona Public Service Company, (Attachment DEB-6RB) on May 

9, 2006, shortly after the Commission’s Decision No. 68685 on APS’  

Emergency Interim Rate Increase Request. In the Ratings Outlook section of 

the report, Moody’s notes, ‘The outlook for A P S  is negative, reflecting the 

potential for downward pressure on the ratings if the Palo Verde nuclear 

facility does not return to normal operating performance by mid-summer as 

expected, or if outcomes in still pending rate proceedings are not supportive of 

relatively timely recovery of increased costs.” Since that time, Palo Verde has 

returned to its normal operating performance, but Moody’s has not removed its 

negative outlook. 

Moody’s also provides a fairly detailed description of their concern for 

continued weak financial metrics. They state: 

In light of its challenging regulatory environment, Moody’s 
would look for A P S  to have financial metrics that are somewhat 
stronrper than comparably rated utility operating companies that 
operate in more supportive environments. 

APS’  key financial metria reflect the fact that it has been unable 
to recover increased costs for fuel and purchased power on a 
timely basis. For example, the ratio of cash from operations prior 
to changes in current assets and liabilities to adjusted debt 
(incorporating Moody’s standard analytic adjustments) is in the 
mid-teens and expected to remain there through at least 2006. 
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This is at the lower end of the 13% to 25% range in the global 
rating methodology for Baa rated entities on a stand-alone basis 
within the medium risk category and suggests a rating that could 
be Baa3 or Baa;?. The Baa2 rating considers the potential for key 
financial ratios to strengthen beyond 2006 if regulatory treatment 
is supportive of timely cost recovery. The rating also is 
supported by on-going strong growth in APS’  service territory. 
[emphasis added.] 

Plainly, both S&P and Moody’s have serious concerns about APS’ weak credit 

metrics and realize that only strong cash flow recovery in the pending general 

rate case will allow APS’ metrics to improve. 

COULD APS RETAIN ITS INVESTMENT GRADE RATINGS IF THE 
COMMISSION ADOPTS EITHER STAFF’S OR RUCO’S 
RECOMMENDATIONS ? 

No. APS’ credit ratings would fall below investment grade, to “junk” levels. 

First, the financial metrics alone would not support a continued “BBB’ rating, 

especially in fight of the continued deteriorating trend. Second, the Company 

could not demonstrate to the rating agencies any prospect of stopping further 

declines in its financial condition, let alone demonstrate any prospect for 

potential improvement in its financial metrics. 

COULD YOU SUMMARIZE THE IMPACT OF A DOWNGRADE ON 
APS’ FINANCING COSTS? 

Yes. A downgrade of APS’ credit ratings to non-investment grade would 

cause annual interest expense to increase approximately $15 million to $30 

million in 2007. That annual increased interest expense would escalate to 

approximately $115 to $230 million by 2016. On a cumulative basis, over a 

ten-year period beginning in 2007, customers would have the burden of 

additional interest expense of $675 million to $1.3 billion, depending on 

actual interest rates paid at the time. The dramatic increase in costs would 

arise from a number of unavoidable sources. These would include the long- 

15 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Q* 

A. 

term financing necessary to fund essential generation, environmental control 

projects, and transmission and distribution construction programs. The costs 

of the Company’s tax-exempt remarketing program would increase 

dramatically. Similarly, APS would lose access to the commercial paper 

markets, thereby further increasing costs and reducing financial flexibility in 

the lower cost, short-term capital markets. 

WHAT OTHER FINANCIAL IMPACTS RESULT FROM A 
DOWNGRADING TO ccJUNK” OF APS’ CREDIT RATINGS? 

APS’ ability to access the often volatile capital markets, including both equity 

and debt, could suffer greatly. Should investors in general experience a 

decline in confidence, they regularly turn to what they perceive as less risky 

investments. In such a treacherous and shifting climate, non-investment grade 

issuers can find themselves shut out from sources of fiinding at the very time 

they require it most. APS must access the capital markets every yeat for the 

foreseeable future given its large capital expenditure program, and thus has no 

practical way to time or avoid declines in investor confidence or negative 

market sentiment. Assuming that APS could obtain the necessary financings, 

higher pricing would inevitably apply, and we would have to accept more 

onerous terms that enable the investors to influence certain APS’ business 

operations. The Company and the Commission, both acting on behalf of APS’ 

customers, would certainly prefer to avoid this dire and very expensive 

situation. 

APS’ fuel and energy procurement functions would also suffer as a result of 

the downgrade of APS to a non-investment grade rating. Most of APS’ 

agreements with energy trading counterparties require, in the event of a 

downgrade to junk status, that APS provide the counterparty with cash 

collateral (termed a “collateral call”) to cover the difference between the 
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contract price and the then-existing market price of the commodity. This could 

place a significant liquidity strain on APS at a time when the Company has 

restricted access to the capital markets. 

In addition to cash collateral calls, energy trading counterparties place other 

onerous terms on their dealings with non-investment grade companies. APS 

would be forced to prepay for a large amount of the Company’s power plant 

fuel and fuel transportation needs. Any form of longer-term commodity 

agreement would require the Company to provide up-front cash collateral. 

APS’ costs of doing business in the wholesale markets would increase 

significantly and make it much more difficult to hedge the Company’s 

commodity positions, further increasing the Company’s risk profile. Such a 

situation would grow more costly and onerous as APS’ dependence on long- 

term purchased power agreements grows substantially over the next decade. 

WOULD CUSTOMERS BENEFIT MORE BY PAYING HIGHER 
RATES IN THE FUTURE DUE TO A CREDIT DOWNGRADE THAN 
PAYING THEM NOW TO AVOID THAT DOWNGRADE? 

Initially, allow me to note a critical presumption underlying this question: that 

APS could raise the enormous amounts of capital it will require to meet future 

energy demands without an investment grade rating. Based on my years of 

experience, this outcome appears highly unlikely. If APS cannot raise 

sufficient capital, our ability to serve our customers and to supply the 

electricity needs of Arizona’s growing economy will suffer severely. Indeed, 

we cannot characterize this as an “eithedor” choice. APS customers will bear 

BOTH the higher fuel, labor, and material costs that have necessitated the 

current rate request (and which factors will apply in future rate proceedings), 

but ALSO the higher financing costs attributable to credit downgrades. In 

reality, delay in addressing the ratings crisis will only aggravate the multiple 

interrelated problems of higher rates. Unlike higher costs for items such as 

17 



q7 

t: 
I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

fuel, labor and materials, the higher interest and other capital costs imposed on 

our customers will not produce a single kwh, provide service to a single new 

customer, or build any new infrastructure. 

WHAT SHOULD BE THE ULTIMATE GOAL FOR APS IN TERMS OF 
CREDIT QUALITY? 

We have spent much time discussing the problems attendant upon APS falling 

below an investment grade credit rating. In the best interests of customers and 

the State’s economy, the Commission should not aim to establish rate levels 

such that APS just barely qualifies for an investment grade credit rating. 

Such a goal, given our dynamic and fluid situation and the increasingly and 

relentlessly critical view of the credit rating agencies, places A P S  in 

substantial peril of missing that goal at great cost. I have been the chief 

financial officer of an electric utility for more than 18 years, have almost 30 

years of utility finance experience and, during that period of time, have 

worked with utilities rated from “BBB-*’ up through “AA-”. Utilities rated 

“A” or better always have far more attractive financing options, covenants and 

pricing than those rated below an “A”. The market for non-investment grade 

debt, the so-called “high-yield” or “junk bond” market occasionally closes for 

indefinite periods of time. At other times, such as right now (Wall Street 

Journal, September 7, 2006, page C6, Investment-Grade Market Booms), 

(Attachment DEB-’IRB), the market for investment grade offerings is 

markedly more attractive, and non-investment grade issuers lag behind with 

more costly, far wider spreads off Treasury rates. 

Should APS fall to “junk” status, we can have no confidence that APS could 

successfully issue the billions of dollars of “junk” bonds required to fund our 

expenditures over the next ten years. Looking to the future, with the strong 

growth inherent in APS’ service territory and APS’ continuing need to make 
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Q. 

A. 

capital investments to meet the growing energy needs of its customers, APS 

must eventually achieve a credit rating of “A” to provide it with the 

appropriate level of financial flexibility to minimize its financing costs and 

maximize its options over the long term. 

DID APS RECENTLY PROVIDE THE COMMISSION WITH 
INFORMATION REGARDING ITS CURRENT FINANCIAL 
CONDITION? 

Yes. On July 26, 2006, I provided a letter to the Commissioners that detailed 

certain APS financial information. Attachment DEB-8RB. Then on August 

17, 2006 Jack Davis, President and CEO of APS, provided a letter to the 

Commissioners (Attachment DEB-9RB) as well as a Financial Issues Report 

(Attachment DEB-1ORB). The report provides detailed information 

regarding APS’ current financial position in response to issues raised by the 

media and Commissioners following the second quarter earnings release. The 

report provides an appropriate context illustrating the strained financial 

situation APS currently faces. I cover many of the same subjects throughout 

my rebuttal testimony and I sponsor these attachments. 

MEASURES TO IMPROVE CREDITWORTHINESS 

COUNSEL MR. MUMAW, DATED JULY 21,2006? 

Yes. The Chairman’s letter (Attachment DEB-11RB) discusses the report 

issued by S&P entitled US. Public Power Utilities ’ Self-Govemnce Bolsters 

Cmdit Quality, dated July 19, 2006 (Attachment DEB-12RB). In his letter, 

the Chairman not only discusses the substance of the report, but reflects upon 

the difficulties and challenges facing APS as it prepares to undertake a 

massive CAPEX budget of over $4.4 billion over just the next five years, 

2007 through 2011, and a total of $8.6 billion over the next ten years. These 

figures do not include additional dollars the Company will have to spend to 

HAVE YOU READ CHAIRMAN HATCH-MILLER’S LETTER TO APS’ 
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build or buy additional generation resources. As Chairman Hatch-Miller notes 

appropriately, APS will fund a portion of this outlay with debt and, 

accordingly, credit ratings will determine long-term borrowing costs. 

We face a critical juncture: lower credit ratings will cost customers more 

money in interest costs to finance the facilities which will supply them with 

dependable electric power. Higher credit ratings will save money on interest 

payments and also, at the same time, help to raise the value of the equity of 

Pinnacle West. Higher credit ratings thus work to improve the attractiveness 

and lower the costs of both the equity and debt components of our capital 

structure. 

PLEASE SUMMARIZE THE IFINDINGS PUBLISHED BY S&P IN THE 
ABOVE-REFERENCED REPORT? 

S&P justifiably has a highly favorable opinion of the credit ratings in the 

public power sector. Approximately 85% of these public entities have credit 

ratings of “A” or higher as depicted by the following pie chart: 

Public Power Utilities Ratings Distribution 

0 Standard & Poor‘s 2006 
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In contrast, only 28% of investor-owned utilities (including electric, gas, 

pipeline, and water companies) have a credit rating of “A” or higher and an 

average rating of “BBB”. As the report title suggests, S&P found that: 

Autonomous rate setting is an important driver of credit quality 
because it provides public power utilities with the tools needed to 
respond quickly to changes in operating costs or capital 
needs.. .This rate setting authority continues to be one of the key 
factors that distinguishes the ratings on public power utilities 
from those on investor-owned electric utilities. The credit 
quality of investor-owned utilities generally suffers as a result of 
the regulatory lag and the potential for regulatory disallowances 
of costs. 

According to S&P, 

Last year, the advantages of autonomous rate setting authority 
and the benefits of pass through mechanisms were in evidence as 
public power utilities successfully weathered dramatic increases 
in natural gas prices, preserving their financial margins and credit 
ratings. 

The ability of public power entities, such as the Salt River Project (SRP), to 

easily adjust rates in more timely and palatable increments enables them to 

preserve their financial performance and maintain their financial flexibility. In 

fact, Moody’s upgraded SRP’s revenue bonds from Aa2 to Aal on June 16, 

2006 and cited, “SRP is the highest rated U.S. public power electric utility.” 

Attachment DEB-13RB. 

HA” THERE BEEN ANY MORlE RECENT INSTANCES WHERE: 
THE RATINGAGENCUES ADDRESS UTILITY CREDIT QUALITY? 

Yes, in the previously mentioned August 1, 2006, presentation of S&P’s 

Mr. Cortright, he stated that the following supportive regulatory 

characteristics would “provide the foundation for strong utility credit”: 

e 

e Timeliness of orders, and 

Consistency and predictability of decisions, 

e Use of forward-looking measures. 
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IN HIS LETTER CHAIRMAN HATCH-MILLER ASKED APS TO 
PROVIDE TESTIMONY ON MEASURES THE COMMISSION COULD 
TAKE TO HELP A P S  GRADUALLY IMPROVE ITS 
CREDITWORTHINESS. IN YOUR OPINION, WHAT DO TI-IESE 
INCLUDE? 

The Commission can implement now and/or in the future a number of actions 

to help APS improve its current financial condition. Timely recovery of costs 

sits atop the list. S&P specifically noted that investor-owned utilities suffer as 

a result of regulatory lag. Consequently, the Commission should strive to 

reduce the time necessary to process all APS’ regulatory filings, including 

general rate cases and PSA adjustordsurcharges. Timely recovery of costs 

would not only aid APS in improving its credit ratings, but would also send 

appropriate price signals to our customers so they can adjust their electricity 

usage accordingly. 

The Commission can also provide adequate recovery of non-fuel costs. The 

improvement of APS’ credit ratings depends to a large extent upon the 

recovery of all prudently incurred costs. S&P noted that investor-owned 

utilities suffer as’ a result of the potential for ex post facto regulatory 

disallowances of costs. While we understand the nature of regulatory 

oversight, APS must conduct its business on a real-time basis and make 

thousands of decisions every day in its efforts to generate and deliver power in 

the most safe, reliable and cost-effective manner possible. All investor-owned 

utilities face the risk of regulatory disallowances. However, the manner and 

frequency with which the Commission requires disallowance has a significant 

impact on APS’ credit quality. Furthermore, regulatory prudence reviews 

typically only result in cost disallowances. Rarely, if ever, do they result in the 

awarding of benefits to recognize superior performance. 
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Q* 

A. 

Q- 
A. 

Of paramount importance to the investment community, the Commission 

should provide APS the opportunity to earn an adequate ROE. APS serves one 

of the fastest growing service territories in the country necessitating continual 

capital expenditures and access to the capital markets to meet the growing 

energy needs of APS customers. We cannot finance with debt all of our 

significant capital expenditure requirements. We will have to raise and retain 

equity in order to finance in a balanced manner our large CAPEX budget. 

Equity investors require adequate and competitive compensation for the risks 

we ask them to assume. In the absence of an acceptable and attainable ROE, 

the price of our common equity will decline, and we may well not meet the 

equity levels necessary to maintain investment grade credit ratings in the face 

of burgeoning construction demands. The Commission should set rates that 

provide a reasonable earned ROE in light of APS’ risk parameters in order to 

minimize overall financing costs necessitated by our rapidly growing service 

territory. 

YOU HAVE OUTLINED FAIRLY TRADITIONAL MEASURES TRE 
COMMISSION CAN TAKE TO HELP APS GRADUALLY IMPROVE 
ITS CREDITWORTHINESS. DO YOU HAVE ANY OTHER 
SUGGESTIONS? 

Yes. Two important measures come immediately to mind: (1) an allowance 

of accelerated depreciation, and (2) an allowance of Construction Work in 

Progress (CWIP) in rate base (or similar adjustment). 

WWY HAVE YOU IDENTIFIED THESE TWO MEASURES? 

These are two areas where public power entities take advantage of their ability 

to raise rates earlier and thus in smaller increments than regulated investor- 

owned utilities. As I discuss below, both of these measures can improve 

financial metrics for APS while benefiting customers in the long run. 
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A. 

COULD YOU PROVIDE AN EXAMPLE OF HOW EACH OF THESE 
MEASURES WOULD WORK? 

Yes. Let me start with depreciation and assume APS is granted an 

across-the-board increase of $50 million per year in allowed depreciation 

expense. 

DOES THE CURRENT SPEED OF RECOVERY OF THE COMPANY’S 
INVESTMENT IN PLANT AND EQUIPMENT CAUSE ]FINANCIAL 
DIFFICULTIES? 

Total Company depreciation expense in the September 30, 2005 test year ran 

approximately $350 million per year after pro forma adjustments. The 

Company projects spending in excess of $900 million per year, on average, 

from 2007 through 2009 to make the necessary capital investments to serve its 

rapidly growing customer base and maintain high service reliability. This large 

imbalance between expenditure and recovery, averaging $550 million 

annually, contributes dramatically to the financial strain on the Company’s 

creditworthiness because APS must finance this “gap” in the capital markets. 

WOULD SUCH AN ADJUSTMENT UNFAIRLY RAISE THE 
COMPANY’S EARNINGS BY RAISING REVENUES? 

No. The increased revenues and increased depreciation expense would offset, 

causing earnings to be unchanged. 

DOES INCREASING DEPRECIATION EXPENSE HAVE OTHER 
EFFECTS? 

Yes. In addition to improving the Company’s credit metrics, such an 

adjustment would serve to reduce future revenue requirements from 

customers. 

WHAT CAUSES THAT DIPACT? 

Because the Company will increase its annual depreciation expense, 

accumulated depreciation will grow faster than it would otherwise. 
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Accumulated depreciation and amortization reduces rate base, SO by 

increasing depreciation today, future rate base will be lower. Thus, fbture 

revenue requirements from customers will be lower. 

HOW WOULD THIS ADJUSTMENT IMPROVE THE COMPANY’S 
CREDITWORTHINESS? 

This additional $50 million per year of revenues would generate $30 rnillion, 

after income taxes, of additional positive cash flow thereby increasing funds 

from operations (FFO) by $30 million annually. As a result, the Company’s 

FFODebt ratio would improve by approximately seven-tenths of a percent in 

each of the next several years. 

WOULD THE COMMlSSION HAVE TO AUTHORIZE SHORTER 
BOOK DEPRECIATION LIVES TO ALLOW FOR SUCH AN 
ADJUSTMENT? 

No. The Company could record the additional $50 million of annual 

depreciation expense to a non-specific accumulated depreciation account. 

YOU ALSO MENTIONED CWIP AS SOMETHING PUBLIC POWER 
ENTITIES CAN USE TO IMPROVE THEIR FINANCIAL POSITION 
AND SMOOTH OUT FUTURE RATE INCREASES. COULD YOU 
EXPLAIN? 

Yes. In fact, this Commission has authorized this practice in the past, 

especially during periods of high CAPX needs. The Commission could place 

the Company’s generation and distribution construction work in progress 

(CWIP) in rate base using the actual $261 million CWIP balance as of June 

30, 2006. 

WHAT IMPACT WOULD THAT HAVE? 

As of June 30,2006, the Company’s CWIP accounts included $261 million of 

generation and distribution plant expenditures. By placing these amounts in 

rate base, the Company would obtain cash revenues to pay the financing costs 

it currently incurs on these existing expenditures. 
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2. 

A. 
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A. 

WILL THAT UNFAIRLY RAISE THFf COMPANY’S EARNINGS ON 
THOSE PLANT INVESTMENT DOLLARS THAT ARE STILL IN 
CWIP? 

No. The Company would stop accruing AFUDC on those CWIP investments 

that are placed in rate base, so the loss of ArmDc would offset the earnings 

from the additional revenues. 

CAN YOU EXPLAIN AFUDC? 

The Company incurs both debt and equity costs to finance its construction 

projects. If we do not include CWIP in rate base, we capitalize these 

financing costs as components of the total cost of each capital project over the 

course of their respective construction periods. The industry terms this 

accounting for construction financing costs: Allowance for Funds Used 

During Construction (AFUDC). 

IF RATE BASE DOES NOT INCLUDE CWIP AND THE COMPANY 
CAPITALIZES AFUDC, WHEN DO CUSTOMERS ACTUALLY PAY 
FOR FINANCING COSTS THE COMPANY HAS INCURRED DURING 
CAPITAL PROJECT CONSTRUCTION PERIODS? 

Customers will pay for the financing costs as the Company depreciates the 

total capital cost of a project, including the related construction-period 

financing costs, over the life of the capital project. 

WHAT IMPACT ON REVENUE REQUIREMENT WOULD YOUR 
CWIP IN RATE BASE PROPOSAL HAVE? 

By placing $261 million of generation and distribution CWIP in rate base, 

APS’ annual revenue requirement would increase by $33 million. 

HOW WOULD THIS IMPROVE THE COMPANY’S 
CREDITWORTHINESS? 

This additional $33 million per year of revenues would generate $20 million, 

after income taxes, of additional positive cash flow thereby increasing funds 

‘ from operations (FFO) by $20 million annually. As a result, the Company’s 
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FFODebt ratio would improve by an additional five-tenths of a percent in 

each of the next several years. 

ARE THERE OTHER IMPACTS OF PLACING CWIP IN RATE BASE? 

Yes. In addition to improving the Company’s credit metrics, CWIP in rate 

base would also reduce future revenue requirements from customers. 

WHAT CAUSES THAT IMPACT? 

Because the Company would discontinue capitalizing AFUDC on $261 

million of capital projects, the overall total cost of those projects would be 

lower by the amount of the AFUDC that would otherwise be capitalized. 

Accordingly, both future rate base and depreciation expense would be lower. 

WITH CWIP IN RATE BASE, WHAT WOULD BE THE ACCOUNTING 
TREATMENT WEEN THOSE PROJECTS IN CWIP AT JUNE 30,2006 
ARE COMPLETED AND TRANSFERRED TO COMPLETED PLANT 
ACCOUNTS? 

The Company would continue to remove $261 million of generation and 

distribution CWIP from plant upon which it capitalizes AFUDC. As time goes 

by, new projects will enter C W  as others are completed. Thus, an ongoing 

group of projects would benefit from CWIP in rate base treatment, lowering 

both their final total cost and lowering future revenue requirements to 

customers. Recent historical CWlP balances and our forecasts for the next 

several years indicate that $261 million represents the typical on-going CWIP 

balance. 

HAVE YOU INCORPORATED EITHER A DEPRECIATION 
ADJUSTMENT OR CWIP IN RATE BASE IN YOUR MODWED APS 
ASKING AS SHOWN ON ATTACHMENT DEB-lRB? 

No. We ask the Commission to consider these concepts at this time. 
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A. 

SHOULD THE COMMISSION CONSIDER OTHER MEASURES TO 
IMPROVE APS’ CREDITWORTHINESS? 

Yes, the Commission should consider allowing an earnings attrition 

allowance. 

ATTRITION ALLOWANCE 

WHAT DO YOU RECOMMEND THE COMMISSION ORDER WITH 
RESPECT TO AN ATTRITION ALLOWANCE? 

As discussed in Mr. Wheeler’s and Dr. Avera’s testimony, the Commission 

could provide for an adjustment to the ROE used for setting rates to 

compensate the Company for the structural inability to otherwise earn its 

allowed ROE. 

WHY IS THE COMPANY NOTABLE TO EARN ITS ALLOWED ROE? 

As discussed earlier, the Company plans to spend in excess of $900 million 

per year from 2007 through 2009 to fund capital investments to serve its 

rapidly growing customer base and maintain high service reliability. 

Additionally, we will make approximately $650 million in capital investments 

in 2006. The large gap between the timing of the Company’s sizeable 

investment outlay and the recovery contributes greatly to the financial strain 

on the Company’s creditworthiness and its inability to earn its allowed ROE. 

ARE THERE OTHER FACTORS CONTRIBUTING TO THE 
COMPANY’S INABILITYTO EARN ITS ALLOWED ROE? 

Yes. As the Commission knows, fuel and purchased power prices remain high. 

By order, the Company must absorb 10% of its fuel and purchased power 

costs over (or under) those included in base rates. In a high-priced fuel 

environment, this 10% haircut virtually forces the Company into a situation 

where it will not earn its approved ROE. We must also consider the effects of 
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inflation, which have the effect of increasing operating expenses in addition to 

the already described CAPEX requirements. 

DOES THE TIMELINESS OF RATE CHANGES HAVE AN IMPACT? 

Yes. Regulatory lag has a negative effect on the Company's ability to earn its 

sanctioned ROE. The entire process, starting with the information gathering 

for the test year, the associated filings, and the hearings and decision-making 

has taken 18 to 24 months. When costs rise faster than revenues, unfortunately 

the Company may not have the means to earn the allowed ROE. 

CAN YOU EXPLAIN ATTRITlON AND WHAT FACTORS MIGHT 
JUSTIFY AN ATTRITION ADJUSTMENT IN THIS SITUATION? 

Attrition is the tendency for a utility's rate of return to diminish over time as a 

result of high construction costs, an expanding rate base, and increasing 

operation costs. Operational attrition reflects the increased costs of labor and 

non-labor operation and maintenance expenses. Financial attrition reflects the 

increased costs resulting from changes in the embedded cost of debt. 

Some of the factors that support an attrition adjustment include: regulatory lag, 

substantial population growth, significant uncertainty regarding general level 

of prices in view of the large national deficit, and continued instability in the 

Middle East which has caused great volatility in fuel prices. 

WHAT ATTRITION ADJUSTMENT IS APPROPRIATE IF THE 
COMMISSION ACCEPTS THE ORIGINAL JANUARY 2006 APS 
ASKING? 

Based on Schedule F-1 from our January 2006 base rate filing, we assumed 

our proposed 21.3% base rate increase would become effective January 1, 

2007. Given that premise, the Company would only earn a 9.8% ROE in 2007 

versus our request for an allowed 11.5% ROE. The difference between the 

11.5% and 9.8% yields an attrition adjustment of 1.7%. This would 
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compensate the Company for the revenue shortfall arising from costs 

increasing faster than revenues from the historical test year ended September 

30,2005 moving forward into 2007. 

BASED ON FACTS AND CIRCUMSTANCES AS THEY CURRENTLY 
EXIST, WHAT ATTRITION ADJUSTMENT WOULD YOU PROPOSE? 

If our requested 2 1.2% increase becomes effective May 1,2007, our projected 

2007 ROE would be 8.0%, yielding an attrition adjustment of 3.5%. 

WOULD THE ATTRITION ADJUSTMENT DECREASE IN 2008 
AFI’ER THE 21.2% RATE INCREASE WAS IN EFFECT FOR A FULL 
YEAR? 

No. Unfortunately, due to the continuation of costs exceeding revenue 

increases, 2008 projected ROE falls further to 7.4%, indicating the need for an 

attrition adjustment of 4.1%. 

WHAT ATTRITION ADJUSTMENT WOULD YOU PROPOSE IF 
STAFF’S RECOMMENDATION WAS IMPLEMENTED? 

Assuming the same May 1, 2007 rate increase effective date, we project the 

Company’s ROE would fall to 6.8% in 2007, and 6.3% in 2008 under Staff’s 

proposal. This would indicate an attrition adjustment of 3.45% to 3.95% when 

measured against Staff’s lower recommended ROE of 10.25%. 

HAW YOU INCORPORATED AN ATTRITION ADJUSTMENT IN 
YOUR MODIE’IED APS ASKING AS SHOWN ON ATTACHMENT 
DEB-lRB? 

No. We ask the Commission to consider this important adjustment. 

STAFF’S PROPOSED 10.25 % ROE 

STAFF ASSERTS THAT THE CURRENT LOW INTEREST RATES 
JUSTIFY THEIR RECOMMENDATION FOR A 10.25% ROE. DO YOU 
BELIEVE A 10.25% ROE MEETS IM7ESTORS’ EXPECTATIONS? 

No, I do not. A major part of my job involves maintaining ongoing dialogues 

with institutional investors. Over the past 20 years, I have dealt with 
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institutional utility equity investors m d  developed a comprehensive, in-depth 

understanding of their expectations regarding utility investments. They expect 

a relatively stable or growing share price, growth in earnings, and growth in 

the common stack dividend, A 10.25% ROE will not support these investor 

expectations. 

WHAT IMPACT WOULD ADOPTION OF STAFF’S 
RECOMMENDATIONS HAVE ON THE PINNACLE WEST DIVIDEND 
AND PROSPECTS FOR FUTURE DIVIDEND GROWTH? 

Pinnacle West’s 2007 forecast earnings declined by 18% after we adjusted our 

financial forecast to reflect Staff‘s recommendations. This decline in earnings 

resulted in a dividend payout ratio (dividenddearnings) of 90%. We cannot 

sustain such a dividend payout ratio and investors would know that it would 

eliminate the possibility of dividend growth. In addition, the financial 

community knows the dividend would face a substantial reduction, if not total 

elimination in the near future. Should Pinnacle West reduce or eliminate its 

dividend, Pinnacle West’s stock price would plummet. Such a decline in the 

value of our common equity would frighten investors in both our debt and 

equity. None of our existing equity investors would have contemplated the 

Commission taking any action which would have this negative an effect on 

the value of their investment. 

WHAT RISK FACTORS DO EQUITY INVESTORS CONSIDER AND 
WANT TO BE COMPENSATED FOR WHEN EVALUATING THEIR 
DECISION TO BUY A UTILITY COMMON STOCK SUCH AS 
PMNACLE WEST? 

There are several APS-specific factors that would substantially increase risk 

from an investor’s perspective: 

Native Load Growth: We expect APS kWh sales to grow at 
three times the national average, second 
only to Nevada Power, necessitating 
continual capital expenditures and access 
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Fuel Prices: 

0 Wholesale Energy Markets: 

e Risk of Credit Downgrade: 

to the capital markets to meet the 
growing energy needs of APS customers. 

As a result of continuing kwh sales 
growth, APS will experience a 
continuously increasing dependence on 
natutal gas as a fuel source. Risk will 
therefore continue to increase as a result 
of the highly volatile nature of natural 
gas prices. Investors recognize that the 
implementation of an appropriate 
regulatory fuel and purchased power 
adjustment clause can partially mitigate 
such risks. 

APS must rely on the wholesale energy 
markets for a significant portion of its 
energy needs. In addition, California’s 
influence dominates the western energy 
market. Growth originating in California 
will drive the western energy markets to 
a capacity short position within the next 
few years. 

APS sits on the edge of non-investment 
grade “junk” credit ratings. Without 
adequate and timely rate relief the 
Company’s deteriorating financial 
condition will result in a downgrade. 
This will create additional risks 
commensurate with “junk” ratings, 
including lack of access to capital 
markets as we11 as unreasonable terms 
and conditions. 

BASED ON THE ADDITIONAL RISK FACTORS FACING APS, WHAT 
CONSTITUTES A REASONABLE ROE ASSUMPTION? 

I agree with Dr. Avera’s conclusion that APS needs a minimum 11.5% ROE to 

attract equity investors in today’s unsettled environment. Based on the 

substantial risks currently facing APS, we require this yield to induce 

investors to purchase Pinnacle West common stock rather than alternative 

invest men ts . 
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DOES A LOWER GRANTED ROE ALSO IMPACT DEBT 
INVESTORS? 

Yes. Fixed income investors and credit rating agencies look at both cash flow 

and income driven interest coverage ratios. Lowering a utility’s revenue 

stream and ROE lowers the coverage ratio for its interest payments on its debt. 

All else being equal, a bond investor would more likely purchase the debt of a 

utility with a higher earned ROE than one with a lower ROE because the 

utility with the higher ROE would have a higher interest coverage ratio, thus 

giving the debt investor greater protection against default. 

RUCO’S PROPOSED CAPITAL STRUCTURE AND ROE 

HAVE YOU READ THE DIRECT TESTIMONY OF RUCO WITNESS 
STEPHEN G RILL? 

Yes. 

ON PAGE 4 OF MR. HILL’S TESTIMONY, HE STATES: 

... THE CAPITAL STRUCTURE AND EQUITY RETURN I 
RECOMMEM) IS SUFFICIENT TO SUPPORT AND 
IMPROVE THE COMPANY’S FINANCIAL POSITION 
AND FULFILLS THE REQUIREMENT OF PROVIDING 
THE COMPANY THE OPPORTUNITY TO EARN A 
RETURN WHICH IS COMMENSURATE WITH THE 
RISK OF THE OPERATION WHILE MAINTAINING THE 
COMPANY’S ABILITY TO AlTRACT CAPITAL. 

DO YOU AGREE WITH HIS CONCLUSIONS? 

No, I do not. 

WHY NOT? 

First, Mr. Hill declares his position will “support and improve the Company’s 

financial position”. This assertion is simply incorrect. We have not seen any 

evidence supporting Mr. Hill’s declaration. Neither Mr. Hill, nor any other 

RUCO witness offers any financial modeling results to support such a 

declaration. As I have clearly demonstrated earlier in this rebuttal testimony, 
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adoption 2nd implementation of RUCO’s recommendations in this case would 

bring financial catastrophe and soaring costs to both APS and its customers. 

Mr. Hill’s unsupported opinion, in combination with RUCO’s other 

recommendations, would reduce the Company’s credit metrics to non- 

investment grade or “junk” level - and achieve the exact opposite of what he 

professes to support in his testimony. 

Second, Mr. Hill’s assertion that his recommendation “fulfills the requirement 

of providing the Company the opportunity to earn a return which is 

commensurate with the risk of operation” does not square with financial 

reality. Again, as I discussed earlier, Mr. Hill’s suggestions, in combination 

with RUCO’s other recommendations, would virtually guarantee that the 

Company would have no opportunity to earn the 9.25% ROE recommended by 

Mr. Hill - much less the 11.50% ROE that the Company requests as 

recommended by APS’  witness Avera. At best, APS could hope to e m  a 

meager 4.6% to 6.0% ROE. 

Adoption of Mr. Hill’s and RUCO’s recommendations would result in APS’ 

customers eventually bearing the staggering and avoidable increase in 

financing costs of more than $1 billion over the next decade as a result of APS’ 

credit ratings being downgraded to “junk”. 
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Q- 

A. 

Q- 

A. 

ON PAGE 5, LINES 14-20 OF HIS TESTIMONY, M R  HILL 
REFERENCES THE COMPANY’S 9% EXPECTED RETURN ON 
PENSION PLAN ASSETS THAT THE COMPANY DISCLOSED ON 
PAGE 99 OF ITS 2005 FORM 10-K. MR. HILL CITES THIS 
DISCLOSURE AS “PERHAPS THE MOST COMPELLING EVIDENCE 
THAT INVESTOR EQUITY RETURN EXPECTATIONS ARE LIKELY 
TO BE BELOW” HIS 9.25% ESTIMATE OF THE COMPANY’S 
CURRENT COST OF EQUrrY CAPITAL. DO YOU AGREE? 

Absolutely not. To the contrary, that very disclosure provides compelling 

evidence to the contrary and demonstrates that his 9.25% recommendation 

falls far below what investors consider an adequate ROE. 

PLEASE EXPLAIN YOUR VIEWS OF EXPECTED EQUITY 
RETURNS. 

Mr. Hill states on page 5,  lines 19-20, that the Company expects to earn a 9% 

retun on its pension fund assets “comprised mostly of equity investments”. 

On page 100 of the Company’s Form 10-K2, the Company discloses that 

equity securities comprised only 59% of its pension plan assets at December 

31, 2005 and that we target 60% for equity asset allocation. The Company 

invests the remaining 40% of pension plan assets principally in fixed income 

securities. 

The following table summarizes Attachment DEB-ERB, that APS provided 

in response to RUCO data request 7.1 : 

Form 10-K is APS’ annual report to the U.S. Securities and Exchange Commission (“SEC”). 
9 public document, the Form 10-K contains, in addition to much other information, A P S ’  audited 
’inancial statements. Pages 99 and 100 (Attachment DEB-14RB) contain these financial statements’ 
xnsion related information. 

! 
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Category 
Equity 

Fixed Income 
Real Estate 

Total 

3 

Target 
Allocation Expected 
Percentage Return 

60% 11% 
30 6 
10 8 

100% 9%* 
4 

5 

9 

10 

11 

12 

13 

14 * 
15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 
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As this table clearly demonstrates, APS expects an 11% return on EQUITY 

securities and a 6% return on fixed income (debt) securities. Due to the lower 

inherent risk profile, investors typically expect fixed income returns to be 

lower than riskier equity securities. Because we set the pension asset equity 

allocation at 60%, a simple weighted average of the expected returns yields the 

9% cited by Mr. Hill. 

Thus, Mr. Hill should have focused on the 11% expected equity securities 

return. If he had done so, he would have realized the total inadequacy of his 

recommended 9.25% ROE. 

ON PAGE 6, LINE 29, AND PAGE 7, LINE 1-3, MR. HILL STATES 
THAT APS AND ITS PENSION FUND MANAGERS “ACTUALLY 
BELIEVE THAT, OVER Tltl(E LONG-TERM, THE COMMON EQUITY 

DO YOU AGREE? 
RETURN EXPECTATIONS ARE IN THE SINGLE-DIGIT RANGE”. 

No. We do not agree with Mr. Hill’s statement. As the documentary evidence 

we provided to RUCO demonstrates clearly, APS has expected long-term 

common equity returns of 11%. 
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2. 

A. 

MR. HILL RECOMMENDS A HYPOTHETICAL CAPITAL 
STRUCTURE COMPOSED OF 50% COMMON EQUITY AND 50% 
DEBT IN LIEU OF THE COMPANY’S PROPOSED ACTUAL CAPITAL 
STRUCTURE OF 54.5% COMMON EQUITY AND 45.5% DEBT. ON 

THAT DURING THE YEARS 2003,2004, AND 2005, APS MAINTAINED 
INVESTMENT GRADE BOND RATINGS WITH ONLY A 45% EQUITY 
COMPONENT IN ITS CAPITAL STRUCTURE. DO YOU H A .  AN 
OPINION REGARDING THIS ASSERTION? 

PAGE 24, LINES 14-19, OF HIS TESTIMONY, MR. HILL ASSERTS 

First, Mr. Hill’s footnote 15 on page 24 of his testimony references the 

Company’s SEC Fom 10-K for the years 2003,2004 and 2005. The 10-K for 

- 2005 evidences a 54% equity component in APS’ capital structure as of 

December 31,2005, not the 45% that Mr. Hill suggests by his footnote. 

Second, and more significant, regarding the 45% equity component of APS’ 

capital structure in 2003 (three years ago), Mr. Hill essentially concludes if i t  

was good enough in 2003, it will be good enough today to maintain investment 

grade credit ratings. Mr. Hill ignores the crucial facts that (1) APS’ credit 

metrics have steeply deteriorated over the last three years; (2) since December 

2005, all three credit rating agencies (S&P, Moody’s and Fitch) have 

downgraded APS’ credit ratings, which in the case of S&P now sits perilously 

close to a “junk” credit rating, and (3)APS’  most significant credit metric, 

FFOIDebt, has fallen deeply into the “junk” range. 

Mr. Hill does correctly state that, “the parent company infused equity into its 

regulated subsidiary so that the common equity ratio of the latter is 

approximately 54%’ (Hill testimony, pp. 24-25). My direct testimony in this 

case, pages 24 through 31, explains exactly what we did and why: 

During the 2000 to 2002 time frame, APS’ FFOIDebt ratio fell 
within the parameters for a credit rating of “A”. See the graph 
attached as Attachment DEB-4. Over the period 2002 to 2004, 
however, this financial metric rapidly deteriorated into the 
category of non-investment or “junk” grade of “BB”. Beginning 
in the fall of 2004 and continuing into the spring of 2005, 
Pinnacle West and APS came under intense pressure from both 
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S&P and Moodv’s to issue common eauitv to offset the 
amount of debt and to strengthen the deteriorating credit 
metria. In response to this pressure, in May 2005, Pinnacle 
West sold approximately $250 million of common stock and 
announced the sale of the Silverhawk Power Plant. These two 
transactions generated approximately $460 million which we 
prudently transferred to APS to reduce debt levels. (pages 29-30, 
emphasis added) 

Further, with respect to Pinnacle West’s application to the Commissi n to 

increase its equity interest in APS (Docket No. E-01345A-05-0520), the 

Commission unanimously approved the equity infusions in Decision No. 

68295. That decision states, “Staff concluded that: the proposed equity 

infusion would strengthen APS’ capital structure and increase its ability to 

obtain more favorable financing in the future”. At the hearing, Commissioner 

Spitzer state& “the infusion of capital from the unregulated entity into the 

regulated entity is a positive thing.” I do not recall anyone taking issue with 

his statement. 

Additionally, without the benefit of hindsight and in light of the facts and 

circumstances known only at the time of the sale of the common stock and the 

Silverhawk power plant, Pinnacle West clearly acted prudently and 

conservatively. However, if we examine that May 2005 decision with the 

knowledge of Hurricanes Katrina and Rita and the resultant wildly escalating 

natural gas prices, the soundness of those sales and subsequent infusions of 

equity in APS becomes unassailable. Again, with the confirming and 

fortuitous benefit of hindsight, had we not committed to and completed the 

equity infusions, APS would now carry a non-investment grade “junk” credit 

rating, and APS customers would suffer the resultant increased prices for years 

to come. 
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A. 

ON PAGES 26 THROUGH 30, MR. HILL COMPARES THE CAPITAL 
STRUCTURE OF APS WITH THAT OF PINNACLE WEST AND 

SUBSIDIZATION AND OFFERS HIS OPINION AS TO WHY 
PINNACLE WEST SHOULD MORE OF AN EQUITY 
COMPONENT IN ITS CAPITAL STRUCTURE THAN DOES APS. DO 
YOU HAVE ANY VIEWS ABOUT MR. HILL’S CONCERNS? 

VOICES HIS CONCERNS ABOUT FINANCIAL CROSS- 

First, Pinnacle West presently has no external financing needs. Second, Mr. 

Hill exaggerates Pinnacle West’s business risk by dwelling on the extent of its 

unregulated operations. Allow me to place the risks of those unregulated 

operations in their proper perspective: 

1. 

2. 

3. 

Real estate - SunCor, a self-financing entity, pays dividends to its 

parent Pinnacle West. Pinnacle West has not invested any amount into 

SunCor in almost 20 years. 

Pinnacle West energy trading segment - a small energy marketing 

business in a “maintenance” mode, administering a mere handful of 

short-lived wholesale energy contracts which will completely expire by 

mid-year 2008. 

APS Energy Services - an extremely small energy services business that 

earns less than $2 million per year. 

In summary, Pinnacle West does not have the risky, conglomerate structure 

that Mr. Hill implies. 

It appears that Mr. Hill implies that Pinnacle West could extract from APS a 

substantial amount of equity so as to increase the equity component of the 

parent’s capita1 structure and decrease that of APS. Certainly, such an action 

would bring the respective capital structures into the alignment that Mr. Hill 

suggests is somehow appropriate. On the other hand, it would be imprudent of 

us to redistribute equity in this manner under the present circumstances, and it 
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w u l d  result in a quick downgrade of APS’ credit ratings. Pinnacle West and 

this Commission have acted prudently to preserve APS’ investment grade 

credit ratings for the benefit of APS and its customers. It is now time to 

recognize in rates Pinnacle West’s substantial additional equity investment in 

A P S .  

Vmr. RESPONSE TO STAFF WITNESS ANTONUK AND RUCO WITNESS 
HORNBY 

P- 

A. 

P* 

A. 

€ € A .  YOU REVIEWED THE TESTIMONY FILED BY STAFF 
WITNESS JOHN ANTONUK AND RUCO WITNESS J. RICHARD 
HORNBY? 

Yes. 

WHAT IS YOUR REACTION TO MR. ANTONUK’S TESTIMONY? 

Because other APS witnesses will respond to certain portions of Mr. 

Antonuk‘s testimony, I will concentrate on his findings regarding the APS 

hedging program. In general, I concur with most of the observations made by 

Mr. Antonuk about the APS hedging program. As Mr. Antonuk describes, 

APS employs a conservative hedging program that pursues the dual objective 

of price stabilization and limiting APS exposure to the volatility inherent in 

the always-unsettled energy market. A core principle of the APS hedging 

program restricts traders from attempting to “outguess” the market. In finding 

that “APS handled fuel and energy procurement and management in a manner 

that produced appropriate costs during April through December 2005,” Mr. 

Antonuk recognizes the validity of this underlying premise: 

The APS hedging program does not operate on the basis of 
discretionary amounts or timing. It in fact discourages, as we 
believe it should, traders from timing hedges on the basis of 
expected future movements in market prices.. .Most importantly, 

~ 

there should be no incentive to change strategy or methods or as 
to invite the introduction of speculation into the utility hedging 
program. Liberty believes it is not sound to promote utility 
efforts to out-guess the energy market. (Antonuk testimony, pp. 
6-7) 
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Q. 

A. 

Q* 

A. 

Mr. Antonuk also confirms the adequacy of the design and structure of the APS 

hedging program and that the APS Marketing and Trading personnel have the 

requisite skill and experience to operate the plan effectively (p. 12). Mr. 

Antonuk further acknowledges the appropriateness of the APS’ hedging 

policies and procedures (“APS bases its marketing and trading activities on 

sound hedging policies and procedures, and conducts electricity sales and 

purchases consistently with least-cost dispatch guidelines”) (p. 14). 

Additionally, Mr. Antonuk acknowledges the effectiveness of APS’ economic 

dispatch procedures and operations (p. 14). With respect to APS’ off-system 

sales, Mr. Antonuk concluded: L 

We concluded that A P S  has acted to maximize off-system sales 
opportunities from the utility perspective ... We also found that 
the off-system sales and margins of APS were consistent with 
market prices and with the resources that APS had available for 
such use, after considering the relationship between its assets and 
its native usage. (Antonuk testimony, p. 25) 

ARE THERE AREAS OF M R .  ANTONUK’S TESTIMONY TO WHICH 
YOU WOULD LIKE TO RESPOND IN GREATER DETAIL? 

Yes. A few issues would benefit from the provision of greater detail, 

including: (1) the scope of the Liberty audit and the access given to Liberty 

by APS during the audit; (2) the necessity of meetings between APS and the 

Commission to review the APS hedging program and its objectives and 

implementation; (3) the possible need for a separation of utility and non-utility 

trading desks; and (4) recommendations regarding the Power Supply Adjustor 

filings made by APS with the Commission. 

WHAT COMMENTS DO YOU HAVE REGARDING THE SCOPE OF 
LIBERTY’S AUDIT OF THE A P S  HEDGINGPROGRAM? 

Liberty conducted an extensive and thorough audit of the A P S  Marketing and 

Trading practices and policies. A number of APS Marketing and Trading 

personnel spent considerable time with Mr. Antonuk and numerous other 
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Liberty represe&atives during their audit of APS’ hedging policies and 

procedures, as did various personnel from A P S ’  accounting and regulatory 

groups. We also provided Liberty with literally thousands of documents 

underlying the A P S  hedging program and its implementation. In addition, a 

team from Liberty, including Mr. Antonuk, spent time interviewing various 

APS officers involved in the design and implementation of the hedging 

program, including Mr. Jack Davis, APS’ President and Chief Executive 

Officer (and a member of APS’ Board of Directors), Mr. David Hansen, APS’ 

Vice President of Marketing and Trading, and myself. In the end, Liberty 

conducted one of the most extensive fuel audits I have seen, and I certainly 

commend Liberty for the depth of their efforts. In a rare instance of 

dissatisfaction with the APS audit process, Mr. Antonuk expressed his desire 

to have had access to some members of the APS Board of Directors. I must 

address his concerns in his testimony. 

Mr. Antonuk acknowledged APS’  cooperation with Liberty during the audit, 

although he indicated that APS “declined to make members of its board” 

available to Liberty during the audit: 

APS made timely and generally full responses to all requests 
save one. The resources it assigned to the audit showed 
dedication to making people and data available, and to providing 
explanations and supplemental information when Liberty and 
Staff needed them. The exception was that APS declined to 
make members of the board of directors available for interview. 
(Antonuk testimony, p. 9) 

Mr. Antonuk goes on to state that this failure to interview APS board members 

did not negatively affect the thoroughness of the audit process or impair or 

limit the audit’s findings, stating: 

Liberty was ultimately able to gain sufficient information to 
conclude there was no failure of information flow to the board. 
APS offered access to Board minutes and the views of senior 
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executives on what role the directors play in fuel and energy 
matters and how they exercise that role. Liberty was able to 
conclude that the directors received sufficient regular reporting 
on fuel and energy matters. . .We have no reason to believe there 
is a gap in senior oversight of fuel and energy matters. (Antonuk 
testimony, pp. 9- 10) 

Thus, Mi. Antonuk acknowledges that lack of access to APS board members 

did not impair or limit Liberty’s audit findings. In view of the corporate 

governance issues his comments raise, I must respond on behalf of APS. 

First, APS provided Liberty broad access to all of its employees and officers, 

including Mr. Davis. In addition to his executive officer roles with APS, Mr. 

Davis also sits on the APS Board of Directors. Accordingly, Liberty did 

interview at least one APS board member. Second, I explained during my 

interview with Liberty that I provided the information on A P S ’  energy 

procurement and hedging program to the board, and therefore could supply 

insight to Liberty on the information the APS board received on such issues. 

Moreover, as the Liberty audit acknowledged, we provided access to the 

relevant board minutes. Accordingly, Liberty gained a thorough understanding 

of the information provided to the A P S  board on APS’ energy procurement and 

hedging program. Under these circumstances, I do not believe that we limited 

the Liberty audit by failing to provide additional board members for Liberty to 

interview. In addition, we indicated to Staff that if they believed our efforts 

insufficient, AF5 would reconsider its position on broader access to other 

board members. We never heard back from Staff on this issue, and thus, 

concluded the matter resolved satisfactorily. 

Clearly, the Commission understands that outside directors provide valuable 

and indispensable services and experience to a corporation. These independent 

directors, all extremely accomplished individuals in their own sphere of 
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activities, provide guidance, judgment, and seasoned analysis of corporate 

policies and issues. In order for APS to maximize the benefits that accrue to it 

from the collective wisdom of this group of highly qualified people, in 

common with most other investor-owned corporations, we have to maintain the 

highest degree of confidentiality regarding their discussions. Confidentiality 

encourages the sharing of ideas and frank discussion. 

To encourage open and frank discussion by directors, APS has a policy of 

keeping director discussions and board of director minutes confidential to the 

fullest extent possible within and outside the Company. We believe that most 

other corporations have a similar policy, and we believe the policy is supported 

by sound business justifications and is in furtherance of the public interest. 

Thus, absent extenuating circumstances or lack of other sources of knowledge, 

we do not believe it is in the best interest of the Company or its customers for 

directors, particularly outside directors, to be routinely examined about their 

knowledge of corporate affairs or their service as a director. 

Moreover, all of these directors have extremely busy schedules and multiple 

demands on their time. We have no desire to make service on our board any 

more time-consuming or onerous than necessary. Under the circumstances, 

wherein we provided Liberty with sufficient alternate means of information 

gathering - which Liberty admits satisfied their requests - we believe we have 

fulfilled our duty of responsible disclosure while preserving the confidentiality 

and honoring the time constraints our directors merit. The quality and 

relevance of the information already provided and the strength of the 

demonstrated importance and need for additional access to directors must be 

considered before a valid corporate policy and the public interests are put 

aside. 
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A. 

In this instance, there were more than sufficient sources of information 

available to Liberty concerning the audit that it conducted without the need to 

make outside directors available for interview, and it appears that Mr. Antonuk 

acknowledges that in his testimony. 

IN IIIS TESTIMONY, MR. ANTONUK SUGGESTS THERE SHOULD 
BE A DIALOG BETWEEN APS AND THE COMMISSION AS TO APS 
HEDGING PROGRAM. DO YOU AGREE? 

Yes. Mi. Antonuk testified that: 

APS has designed and it operates a sound hedging program. The 
amounts of natural gas and purchased power that it hedges fall at 
the high end of the range of experience. The program has been 
successful in meeting its primary objective, which is to promote 
price stability. It protects substantially against price increases, 
but will not operate to allow costs to fall when the market does. 
This lack of downward flexibility is not necessarily a problem; 
there exists a range of perspectives on the question. For 
example, the available market options that would allow APS to 
reduce costs when market prices fall either involve speculation or 
transaction costs that make their benefits dubious. There should, 
however, be a dialog with stakeholders and with the Commission 
to make clear what goals the program should have and the extent 
to which it should produce hedged prices. This dialog may not 
lead to a change in goals or hedge levels, but it will promote a 
common understanding of program operations and verify that it 
is meeting the needs and expectations of all customers. (Antonuk 
testimony, pp. 17- 18) 

In general, I agree with Mr. Antonuk’s recommendation that APS should 

maintain a dialog with the Commission about APS hedging program, including 

its particular levels and overall objectives. Although industry experts have 

reviewed and approved the current APS hedging program, A P S  recognizes that 

this program, designed primarily to stabilize the cost of fuel and purchased 

power, might face future alteration in the face of altered risk or objectives. 

Ultimately, APS has to have the freedom to effectuate the business decisions it 

deems most appropriate and in the best interests of the Company, its customers, 

and its shareholders. A dialog with the Commission that promotes a common 
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understanding of hedging program operations and objectives may facilitate 

appropriate course corrections and eliminate any misunderstandings regarding 

the program and its objectives in the future. If the Commission wants APS to 

change the goals, objectives, or implementation of our hedging program, I 

welcome their directives in this regard. 

CAN YOU BRIEF’LY DESCRIBE TRE APS HEDGING PROGRAM? 

Yes, although I would also refer to Tom Carlson, the Portfolio Manager of the 

APS System, who provides a more thorough, detailed description of the 

program in his testimony. The program provides that at any moment in time, 

APS system will have hedged 85% of its forecasted natural gas and purchased 

power needs for the next twelve month period. Simultaneously, we will have 

hedged 50% of the system’s forecasted natural gas and purchased power needs 

for the immediate twelve-month period thereafter, and 35% of the 

requirements for the following twelve months. Thus, at any point in time, we 

will have hedged, to some extent, three years of requirements. 

These hedge levels relate to amounts of forecasted natural gas and purchased 

power needs derived by a computerized simulation model called Real Time 

Simulation (“RTSIM’). Through this plan, as Mr. Antonuk correctly explains, 

APS develops a strategy to focus on “stability” by “locking in the prices that it 

will pay for fuels and purchased power well in advance of when those fuels 

will be used.” (Antonuk testimony, p. 43) 

As detailed in Mr. Carlson’s testimony, and as I discuss later, the program 

permits APS to achieve a certain level of price stability in the always volatile 

energy market. APS also derives certain economic benefits inherent in the 

implementation of the program, including the optimization of its hedge 

purchases between natural gas and purchased power. 
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A. 

We have charged A P S ’  Director of Enterprise Risk Management with the 

responsibility of overseeing the implementation of the hedging program. 

UnafEliated with the trading floor, the Director provides independent oversight 

of hedging practices and their implementation, including verification that 

traders have maintained requisite hedge parameters. 

Although Mr. Antonuk states the 85% hedge levels are “at the high end of the 

range’’ of his experience, we note the 85% hedge level applies only to the 

immediately following twelve-month period. Given the lower hedge levels in 

years two and three of the plan, we achieve a rolling average for the entire 

three-year period of approximately 58%. 

CAN YOU ADDRESS MR. ANTONUK’S TESTIMONY REGARDING 

UTILITY TRADING DESKS? 
TEE POSSIBLE NEED FOR A SEPARATION OF UTILITY AND NON- 

Yes. Mr. Antonuk believes not enough physical separation exists between the 

utility and non-utility trading desks: 

The principle negative finding in this area of fuel and energy 
management is that APS does not separate its utility and non- 
utility activities sufficiently. They operate in the same markets 
and with common counterparties, but they do so without physical 
separation. These factors create too great a risk of opportunity 
sharing between utility and non-utility traders, who are separate 
individuals. Locating the A P S  and non-utility trader next to each 
other on the trading floor fails to assure clear separation of their 
trading activities. 

Verification that no such sharing has harmed utility customers is 
extremely difficult. APS should physically separate its utility 
and non-utility traders, unless it can demonstrate that non-utility 
trading, which has been at very large levels, will very soon 
diminish substantially. APS also needs to complete promptly its 
efforts to assure there is no non-utility co-opting of utility 
resources or opportunities. (Antonuk testimony, pp 15-1 6) 

We recently addressed these separation issues in APS’ Code of Conduct 

proceeding. The Company acknowledged that one trading floor provided the 
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site for wholesale trading for both APS’ system and the “non-utility” trzding 

referenced by Mr. Antonuk. As a result of the recent revisions to the Code of 

Conduct reviewed and approved by the Commission, we adopted new policies 

and procedures that prohibit traders who handle APS’ system from providing 

trading services for APS energy afl3iates. 

Mr. Antonuk’s audit of actual transaction data, which predated the new Code of 

Conduct and the new policies and procedures governing the trading floor, 

discovered no indications of any deliberate favoritism to any party, including 

any APS affiliate. In fact, APS has consistently had in place a structure that 

prohibits any actions by traders which would disadvantage the APS system. 

Any trader’s deliberate action that takes inappropriate advantage of the APS 

system results in employment termination. 

Moreover, Mr. Antonuk noted APS could ease his concerns about the lack of 

physical separation should it decide to “very soon diminish substantially” non- 

utility trading (Antonuk testimony, pp. 15-16.) As we have advised 

Commission Staff and Liberty, we are winding down non-utility trading, with a 

current proposed end date of May 2008 that coincides with the termination date 

of some existing non-utility wholesale contracts that have been in place for a 

number of years. Nevertheless, between now and mid-2008, APS will limit 

non-utility trading activities to managing and winding down existing non- 

utility wholesale contractual positions, as well as some limited wholesale sales 

to APS Energy Services (“APSES”) to supply APSES’ California retail 

commercial and industrial load. In meantime, we have begun the 

implementation of additional physical separation and controls to respond to 

Mr. Antonuk’s recommendations. We expect to complete these additional 
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measures, which exceed those required by the Code of Conduct, by November 

1,2006. 

LIBERTY’S REPORT SUGGESTS THAT APS UNDERTAKE CERTAIN 
STEPS REGARDING CONTROLS AND DOCUMENTATION 
RELATING TO THE POWER SUPPLY ADJUSTER (‘TSA’’). DO YOU 
AGREE WITH THESE RECOMMENDATIONS? 

Yes. Although we address the PSA accounting issues raised in Mr. Antonuk’s 

testimony in the testimony of APS witness Pete Ewen, I can confrm that APS 

does place an emphasis on the accounting and audit support required to make 

the PSA filings and documentation transparent. APS will continue to 

implement and improve, as Mr. Antonuk suggests, our procedures regarding 

PSA controls and documentation, including those relating to annual internal 

audits of the PSA. 

With respect to Mr. Antonuk’s statement that, although “APS documents its 

filing information well, CAPS] should adopt a formal written procedure 

addressing preparation of the monthly PSA filings” (Antonuk testimony, p. 

20.), APS has already begun to implement this recommendation. 

In short, we appreciate and will implement Mr. Antonuk’s recommendations 

regarding the need for further transparency of APS’ PSA filings. 

IN ADDITION TO REVIEWING THE TESTIMONY OF MR. 
ANTONUK, DID YOU REVIEW THE DIRECT TESTIMONY OF RUCO 
WITNESS J. RICHARD HORNBY? 

Yes. I would note that, in contrast to Mr. Antonuk and Liberty, with whom 

APS personnel spent innumerable hours and provided thousands of pages of 

documents, we never actually met with Mr. Homby or had any direct 

communication with him, 
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A. 

IN HIS TESTIMONY, MR. HORNBY ARGUES THAT THE PRIMARY 
GOAL OF THE APS HEDGING PROGRAM, PRICE STABILIZATION, 
IS “NOT A MAJOR BENEFIT TO APS RATEPAYERS.” DO YOU 
AGREE WITH THIS ASSESSMENT? 

Absolutely not, In fact, I think we need look no further than the California 

energy crisis of 2000-2001, which came about in part as the result of a lack of 

forward hedging by the California utilities, to understand the benefit to 

customers of a hedging program designed to stabilize natural gas and 

purchased power prices. We have designed the APS hedging program, 

centered on price stability, to reduce the volatility inherent in the wholesale 

energy markets. This greatly benefits APS customers. On this issue, I would 

point to the testimony of Mr. Antonuk I discussed earlier, which expressly 

supports the APS approach and contradicts Mr. Hornby’s assertions. 

HOW DO YOU RESPOND TO MR. HORNBY’S STATEMENT THAT 
WITH RESPECT TO APS’ HEDGING PROGRAM, APS HAS NO 
‘%EXPLICIT STRATEGY TO MINIMIZE” ITS NATURAL GAS AND 
PURCHASED POWER COSTS? (Hornby testimony, p.2) 

To have an express, stated goal of minimizing energy commodity costs 

conflicts with the essential purpose of a rational hedging program. In the 

utility context, we believe it inappropriate to regard hedging as a money 

making tool. I am not aware of any responsible utility energy hedging 

program that is expressly designed to lower prices. Liberty’s Mr. Antonuk 

writes, “the available market options that would allow A P S  to reduce costs 

when market prices fall either involve speculation or transaction costs that 

make their benefits dubious.” (Antonuk testimony, p. 18.) A proper hedging 

program does not focus on attempting to reduce the cost of energy - rather, it 

attempts to stabilize such costs. Instead, we employ operating and 

“APS has designed and it operates a sound hedging program. . . The program has been 
It protects 

3 

~uccessful in meeting its primary objective, which is to promote price stability. 
substantially against price increases.. . .” (Antonuk testimony, pp. 17-1 8.) 
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procurement policies to reduce our energy costs. Noting this distinction, and 

as detailed in Mr. Carlson’s testimony, APS does in fact have a “cost 

minimization” strategy designed in its implementation procedures. 

Specifically, as Mr. Carlson’s testimony discusses, APS, on a continuously 

updated and revised basis, uses the least-cost mix of generation and purchased 

power for the hedge. This process generates significant savings -- or “cost 

minimization” -- for APS customers. 

IN FACT, AND NOTWITHSTANDING WHAT MR. HORNBY SAYS, 
DID NOT A P S  “SAVE” MONEY FOR ITS CUSTOMERS THROUGH 
ITS HEDGING PROGRAM? 

Yes, with the benefit of hindsight, we paid lower costs for fuel and power than 

we would have had APS instead purchased fuel and power at the market 

prices prevailing at or shortly before the respective delivery dates. On the 

other hand, even with the optimization techniques used by APS in the hedging 

program, we could have had a different outcome. In fact, prices in the energy 

markets could have gone down rather than up after APS entered into its hedge 

positions. If that had happened, then the hedging program would have “lost 

money” when viewed after the fact. This, of course, does not render the 

hedging program unwise or unsound. To reiterate, utility hedging aims to 

reduce risk and volatility, not to make money. In this context, to “reduce risk” 

means to reduce the range of possible future energy costs and minimize the 

potential for large, unexpected increases in energy costs. We cannot know 

these costs in advance of delivery unless we make purchases at prices fixed in 

advance - prices that may appear either “high” or “low” when viewed after 

the fact. 
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A. 

DO YOU AGREE WITH MR. HORNBY’S ASSERTION THAT THE A P S  
HEDGING PROGRAM SHOULD NOT BE MEASURED IN TERMS OF 
“SAVINGS” VERSUS SPOT MARKET PRICES? 

Yes. In making the above assertion, Mr. Hornby refers to statements by APS 

witnesses. Steve Wheeler and Pete Ewen wherein both discuss in their fiied 

testimony the “savings” of the APS hedging program relative to making like 

purchases on the spot market. The witnesses simply noted, in fact, the real 

and actual savings to APS customers. That said, their testimony does not 

suggest that APS designed the hedging program to achieve a specific 

“savings” versus the energy spot market price. Given the unpredictable nature 

of natural gas and power pricing, price voiatility will inevitably result in some 

instances where APS’ fixed energy costs obtained through its hedging 

program will exceed spot energy prices. 

A hedging program that attempts to predict the course of gas or purchased 

power prices invites peril. Accordingly, I agree with Mr. Hornby on this issue 

- we should not measure the performance of a hedging program by savings 

relative to spot market prices. Hedging should reduce risk, so we would 

employ an inappropriate yardstick to measure its effectiveness if we used cost 

reduction. APS understands this reality. In fact, as Mr. Carlson stated in the 

very testimony referenced by Mr. Hornby, “economic impact” does not drive a 

well-considered hedging program, nor has APS ever used it as such: 

APS believes that price stability, and not speculative gain, is the 
goal of hedging. As a result, the “economic impact” of hedging 
can and will vary with the swings in commodity prices in short 
term markets. That said, under certain conditions, it is possible 
to also achieve positive economic value from hedging practices. 
Specifically, if the hedge is priced at a cost below the current 
market value, the “market” value of the hedge itself is positive, 
and can result in lower costs to the customer versus relying on 
spot market prices for procurement. (Carlson testimony, Docket 
Number E-O1345A-05-0526, September 30,2005, p. 13.) 
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After some discussion of the costs of the existing hedge positions versus spot 

market prices, Mr. Carlson explains hedge’s economic value will invariably 

swing and we should avoid measuring its effectiveness by the sole criterion of 

value: 

It is important to note, however, that the economic value of 
hedging can be reduced or even turn negative if the short term 
price of gas and purchased power turns lower than the hedge 
costs. In those instances, even though price stability is realized, 
the final costs of hedging may be higher than purchasing needs 
short term (monthly or daily). That does not mean that the 
hedges were imprudent or even that they had no value to 
customers. Hedging is essentially price insurance. Insurance 
does not lose its value nor is its purchase imprudent simply 
because the risk insured against does not, in any particular 
instance, materialize. (Carlson testimony, Docket Number E- 
01345A-05-0526, September 30,2005, p. 14.) 

In sum, we believe people should not judge a hedging program by purported 

“savings” versus the spot market. As Commissioner Gleason correctly opined 

at a recent hearing, APS should not employ hedging as a trading tool designed 

to make money: 

The purpose of hedging is not to get the best price but to 
establish stability in price. We have established that it is to 
establish stability in price. If you guys were out there trading the 
market for trading purposes, I would be very disturbed. You 
don’t trade, you hedge. . . (Commissioner Gleason, APS - Open 
Meeting, E-O1345A-06-0009, May 2,2006, p. 146). 

HOW DO YOU RESPOND TO MR. HORNBY’S CONCLUSION THAT 
THE APS HEDGING PROGRAM DOES NOT APPEAR TO BE BASED 
UPON QUANTITATIVE ANALYSES? 

Mr. Hornby is simply wrong. We developed the APS hedging program 

utilizing APS’ management and APS’ Marketing and Trading team, which has 

vast experience in the procurement and sale of energy. We consulted with 

industry experts, and implemented the program in light of the opportunities, 

constraints, and costs in the southwestern energy markets. The soundness and 

validity of this program has withstood the tests of time and the markets as 

53 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

verified by Mr. Antonuk in his testimony, and has served to protect A p S  

customers over the last decade from the historic price volatility that has 

o c c d  in the surrounding states. In formulating the program, we 

understood that hedging costs correlate closely with market liquidity, and that 

liquidity varies by commodity (e.g., natural gas versus electric power), type of 

hedge instrument ( e g ,  forward contracts being more liquid than options), and 

time to delivery ( e g ,  contracts of one year forward exceed the liquidity of 

those that deliver three years forward). The APS hedging program 

appropriately emphasizes the most liquid instruments (natural gas futures 

contracts) and the more liquid end of the forward price curve (short-dated 

contracts) to manage the costs associated with hedging. 

MR. HORNBY ALSO COMMENTS ON THE INDIVIDUALS 
INVOLVED IN THE DEVELOPMENT OF THE APS HEDGING 
PROGRAM. HOW DO YOU RESPOND TO THOSE COMMENTS? 

In his testimony, Mr. Hornby states: 

APS long-term hedge strategy for gas and purchased power to 
serve its native load is developed by two senior executives from 
its Marketing and Trading group and one from its regulated 
operations. My understanding is that the Marketing and Trading 
group is not part of APS regulated operations, but instead 
participates for its own account as a marketer and trader in power 
and natural gas markets. Based on that understanding I do not 
believe it is appropriate for anyone from the Marketing and 
Trading Group to be involved with the development or 
implementation of the hedging program applicable to APS 
regulated operations. I recommend that APS review the 
relationship between Marketing and Trading personnel and its 
regulated personnel. (Hornby testimony, p. 9) 

Mr. Hornby is mistaken on this assertion. First., the APS hedging program, as 

stated in the testimony of Mr. Carlson, has evolved with A P S  and the natural 

gas and power market r isks since the 1990’s. The most recent changes to the 

program in 2005, drew upon the experience and expertise of APS’ management 

and APS’ system traders, and input from a leading industry expert on risk 
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management and energy hedging issues. It does not owe its development to 

the non-utility portion of the Marketing and Trading group. 

Second, and even ignoring the above failing, Mr. Homby has a basic 

misunderstanding of the structure of the APS Marketing and Trading group. 

We have divided the APS Marketing and Trading group between utility and 

non-utility traders, with the vast majority of the trading activity involving APS’ 

utility system activities. (As mentioned earlier, we have placed the non-utility 

operations in a wind-down mode.) We review and assess this program on a bi- 

annual basis by a group that includes Mr. Davis, Mr. Hansen, Mr. Carlson and 

me, all of whom focus on the community of interests of APS and its customers. 

The implementation and optimization of the hedging program rests primarily 

with Mr. Carlson, the Portfolio Manager of the APS System, who has nothing 

whatsoever to do with the non-utility side of the business. Oversight of the 

APS hedging program falls to the Director of Enterprise Risk Management, 

who has no affiliation with the trading floor and, instead, provides independent 

oversight of hedging practices and implementation. 

PRO FORMA FOR UNDERFUNDED PENSION LIABILITY 

STAFF, RUCO AND AECC HAVE ALL RECOMMENDED THE 
COMMISSION DENY THE COMPANY’S REQUEST TO 
ACCELERATE THE RECOVERY OF ITS UNDERFUNDED PENSION 

HOW DOES THE COMPANY RESPOND TO THESE 
RECOMMENDATIONS? 

LIABILITY OVER A FIVE-YEAR PERIOD BEGINNING IN 2007. 

We firmly believe that we and .the Commission should address pension 

funding at this time. Companies in all industries across the nation face this 

important issue. Without additional funding the Company’s pension plan will 

likely remain in an underfunded position for the foreseeable future. 
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STAFF WITNESS DI’ITMER OPPOSES THE COMPANY’S 
PROPOSAL AND PROVIDES SEVERALARGUMENTS. WOULD YOU 
LIKE TO ADDRESS EACH OF THOSEARGUMENTS? 

Yes. Mr. Dittmer characterizes a significantly underfunded Projected Benefit 

Obligation (“PBW) pension liability as neither unusual nor alarming. He 

adds that this situation arises from 1) ”underperformance” of return on plan 

assets for a short period of years and 2) lower than “normal” interest rates 

used for purposes of discounting the pension obligation. 

I must note that the APS pension plan did not “underperform” relative to the 

market. In fact, despite generally unfavorable market conditions, the 

performance of our pension plan has compared favorably versus a peer group 

of 250 US. corporate pension plans and the S&P 500 Index, a broad market 

measure. The following table demonstrates the excellent performance of the 

APS pension plan showing its investment performance has consistently 

outperformed the peer group and S&P 500 index over the entire six and one- 

half year period: 

Year to 
date - 2000 2001 2002 2003 2004 2005 6/30/2006 

A P S  Plan 1.0% -2.7% -4.4% 23.3% 12.3% 7.7% 3.9% 
PeerGroup4 0.3% -3.8% -9.3% 22.3% 11.6% 7.5% 3.6% 
S&P 500 -9.1% ~11.9% -22.1% 28.7% 10.9% 4.9% 2.7% 

As a result of the overall substandard financial market returns over the last 

several years, the APS pension plan, as did most other pension plans, earned 

less than historically normal returns. In addition, record low interest rates over 

the last several years resulted in the application of unusually low discount rates 

in the valuation of pension liabilities. The atypically low financial market 

Median rate of return of approximately 250 U.S. corporate pension plans, Source: State Street $ 

Bank & Trust Co. 
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returns coupled with the low liability discount rates, have led to a growing and 

persistently underfunded pension liability for several years. We previously 

explained both the favorable relative performance of our pension plan and the 

ongoing underfunded position in a letter dated December 16, 2005 from APS’  

counsel Thomas Mumaw to Commissioner Mayes. Attachment DEB-16RB. 

Higher interest rates or more favorable market returns would certainly decrease 

the funding gap. However, we cannot sensibly rely on the uncertainty of 

fortuitous changes in financial market conditions to address the underfunded 

pension issue.‘ Obviously, these factors could easily move in the opposite 

direction, further aggravating the underfunding. Prudent management should 

address existing conditions, rather than trust the future will yield favorable 

results. 

WHAT ABOUT MR. DITTMER’S ARGUMENT THAT ADOPTION OF 
THE COMPANY’S PROPOSAL WOULD LEAD TO A “DOUBLING 
UP” OF RECOVERY OF PENSION COSTS? 

Mr. Dittmer argues that because current pension expense levels, as calculated 

in accordance with FAS U5, already include a component that amortizes a 

portion of shortfalls from earlier projections (Le., the underfunded liability), 

any increase in pension expense would “double up” recovery of pension costs. 

Clearly, the Company does not propose the doubling up of pension costs. As 

described in APS witness Rockenberger’s direct testimony, the accelerated 

recovery over five years will reverse over the subsequent ten-year period. 

Pension cost recovery will not double up, but merely accelerate. Furthermore, 

customers in the near term would fund a liability that has already been 

incurred. We believe that by accelerating the recovery of underfunded pension 

~ ~~~ ~ 

Statement of Financial Accounting Standards No. 87, Empfoyers ’ Accounting for Pensions 5 
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expense over the next f i v ~  years, customers would benefit over the subsequent 

ten years, as we amortize the balance recorded in the first five years. This 

lowering of revenue requirements in the future would have a stabilizing impact 

as the reversal partially mitigates higher costs related to infrastructure additions 

to serve customers’ growing energy needs. 

HOW DO YOU ADDRESS MR. DITTMER’S AND RUCO WITNESS 

COMPANY’S PROPOSAL WILL LIKELY LEAD TO 
‘“TERGENERATIONAL INEQUITY” BETWEEN EXISTING AND 
FUTURE CUSTOMERS? 

DIAZ-CORTEZ’S ARGUMENTS THAT ADOPTION OF THE 

Mr. Dittmer states that the PBO considers future years of service as well as 

future pay raises. Mr. Dittmer’s statements have incorrectly described the 

PBO. In fact, the PBO does not consider future years of service (as 

discussed in the Company’s response to one of the Staff’s data requests - UTI 

16-376). The PBO only considers employment service provided prior to the 

current measurement date. The PBO reflects estimated future pay levels 

discounted to present-day dollars. Thus, APS does not request accelerated 

recovery of pension costs attributable to future employee service, but only the 

accelerated recovery of pension costs attributable to prior employee service. 

Mr. Dittmer and Ms. Dim-Cortez argue that the proposal will likely lead to 

“intergenerational inequities” because it front-end loads pension costs onto 

existing customers - while future customers will significantly benefit from 

services yet to be provided by active employees in the future. Again, we must 

emphasize that the PBO does not consider future years of service. Future 

customers will still pay their share of pension costs in the year employees 

provide service. Again, customers in the near term would be funding a liability 

that has already been incurred. 
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Mr. Dittmer also argues that “intergenerational inequities” arise when APS 

asks current customers to fund pension costs that are capitalized as a 

component of utility plant. However, he fails to acknowledge the timing 

differences that already exist between pension cost recovery in rates and 

pension funding contributions. When APS capitalizes a portion of pension 

costs, APS cannot reduce its required minimum pension contribution by the 

same amount. While the Company collects the capitalized portion from 

customers over many years through depreciation expense, the Company must 

currently fund the required pension contribution related to the capitalized 

portion. Therefore Mr. Dittmer’s arguments based on “intergenerational 

inequity” do not withstand analysis. 

HOW DO YOU ADDRESS MR. DITTMER’S ARGUMENT THAT 
ADOPTION OF THE COMPANY’S PROPOSAL IS INCONSISTENT 
WITH PAST ACC PRECEDENT, AS WELL AS THE UTEMAKING 
AFFORDED PENSION EXPENSE IN OTHER REGULATORY 
JURISDICTIONS? 

While this proposal may be somewhat unique, the aforementioned 

underfunded issue requires corrective relief. As has been discussed at length 

recently, APS has significant cash constraints. Given its fast-growing service 

territory, APS does not have sufficient cash flow from operations to fund its 

significant capital expenditure program. Consequently, the Company turns to 

the debt capital markets to raise additional debt to finance its needed 

infrastructure additions. This cash flow situation has created intense pressure 

on APS’ already weak credit ratings metrics. 

As Mi.  Dittmer noted in his testimony, a number of other jurisdictions 

throughout the country have already addressed the issue of underfunded 

pension obligations. Other utilities may not face the “identical” situation we 

face and may not have offered the “identical” solution we have requested. 
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However, we all face similar situations. Although the ACC has not provided 

specific rate relief for underfunded pension obligations in the past, we believe 

current circumstances call for consideration of the issues confronting APS in 

this regard. 

MR DITTMER HAS ALSO ARGUED THAT APS HAS NOT MADE 
CLEAR HOW IT WOULD ALLOCATE THESE ADDITIONAL 
MONIES. WHAT IS YOUR RESPONSE? 

As stated in APS witness Rockenberger’s direct testimony, APS has made it 

clear that we would allocate the annual $44 million accelerated recovery to the 

pension fund. Because we expect the annual IRS maximum limits to lie in the 

$400 million range, we should not encounter any funding limitations. 

Mr. Dittmer argues that in his opinion, “it would be reasonable to expect APS 

to at least fund the pension trust in the amount being collected within rates 

before requesting customers to fund additional liability deficiency on an 

accelerated basis.” Mr. Dittmer references Table C on page 76 of his 

testimony to emphasize that APS has contributed less than the total pension 

cost over the last five years. The contributions to the trust disclosed in Mr. 

Dittmer’s Table C are not correct. The actual total contributions over the last 

five years ($205 million) have actually exceeded the total pension cost ($197 

million). See Attachment DEB-17RB for the correct amounts of costs and 

contributions for the years 2001 through 2005. The contributions have in fact 

exceeded amounts charged to cost-of-service and thus are indicative of 

corporate intent. 

HOW DO YOU ADDRESS MR. DITTMER’S FINAL ARGUMENT 
THAT ADOPTION OF THE COMPANY’S PROPOSAL WILL NOT 
LEAD TO LONG-TERM SAVINGS FOR CUSTOMERS? 

As discussed throughout this testimony, APS faces a severely underfunded 

pension plan with limited resources to cure the problem. Our proposal 
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provides a method to accelerate funding in the short term and to stabilize rates 

in the future as the pension cost reversal partially mitigates higher costs 

related to infrastructure additions. In fact, additional cash contributions will 

actually reduce future years’ pension expense as a result of higher investment 

earnings on the higher pension fund balance. Customers will enjoy the benefit 

of long-term savings because of reductions in pension expense in future years’ 

cost-of-service. 

DOES THE COMPANY ALREADY RECEIVE PENSION EXPENSE IN 
CURRENT RATES? 

Yes. However, providing rate relief at normal, current-period cost levels will 

not suffice. A $249 million deficiency exists in the APS’ pension fund. In 

order to close this funding gap, APS requires additional contributions to the 

pension fund in excess of current-year expense. 

STAFF’S WITNESS MR. DITTMER AND AECC’S WITNESS 
MR.HIGGINS ALSO DISCUSS ANOTHER MEASURE OF 
UNDERFUNDING, THE ACCUMULATED BENEFIT OBLIGATION 
(“ABO”). THE COMPANY USED THE PBO MEASURE IN ITS 
PROFORMA ADJUSTMENT. DO YOU HAVE ANY COMMENTS 
REGARDINGTHEABOALTERNATIVE? 

The AB0 also measures the funded status of a pension plan. Both the AB0 

and PBO only consider service rendered as of each measurement date. The 

AB0 assumes employees do not receive pay increases between the 

measurement date and their retirement dates. The PBO assumes employees 

continue to receive pay increases until they retire. Because the AB0 does not 

consider future pay increases, the A B 0  yields a smaller liability than the PBO; 

hence, it results in a smaller funding deficiency. APS faces an underfunded 

position under both the AB0 and PBO measures and has been in that situation 

since 2002. 
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Disclosed in financial statement footnotes, the financial community regards the 

PBO as the most widely recognized measure of a pension’s funded status 

Additionally, the Financial Accounting Standards Board is expected to issue 

new rules later this year that will require companies to record on their balance 

sheets the funded status of their pension plans using the PBO measure. 

Importantly, the rating agencies use the PBO when calculating credit metrics. 

For all these reasons, the financial community prefers to use the PBO as the 

measure of pension liability. 

WHY DOES APS PREFER THE PBO CALCULATION TO THE A B 0  
METHOD? 

In addition to the reasons set forth above - the near universality of its 

acceptance in the professional accounting and financial communities - the 

PBO measures the full pension liability, whereas the AB0 is a partial measure 

(i.e., a subset of the PBO). APS needs to confront this liability in a realistic 

and timely manner so that all parties involved - customers, employees, the 

Commission, and the Company - know where they stand and can have their 

doubts removed. Utilizing the AB0 measure, the annual accelerated 

amortization would be $18 million - a mere 41% of the PBO-based amount 

required to fully address the issue. Attachment DEB-1SRB. Addressing 

only the AB0 simply postpones the day of financial reckoning. 

RUCO’S PROPOSED SEW PRO FORMA 

DO YOU AGREE WITH RUCO WITNESS DUZ-CORTEZ THAT A 
PRO FORMA ADJUSTMENT SHOULD BE MADE TO REMOVE ALL 
SERP RELATED COSTS FROM THE TEST PERIOD? 

No, I do not. The Company offers a Supplemental Excess Benefit Retirement 

Plan (“SERF’”) to its senior management employees. The vast majority of 

companies that offer a “qualified” defined benefit pension plan offer a SEW 

to employees as a component of their total compensation. In fact, I do not 
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know of any company that provides a “qualified” defined benefit pension plan 

that does not also provide a SERP. 

We employ experienced and highly qualified professionals with a long-term 

employment perspective in mind. In order to attract and retain these 

employees, we must compete with companies in other sectors of the economy 

and country. An important element of that competition centers on 

compensation, including retirement benefits, and the SERP forms an integral 

part of the total compensation package. We could not compete for executive 

and management talent without offering a SEW unless APS were to 

substantially increase base compensation. 

IN THE CONTEXT OF PENSION PLANS, WHAT DOES THE TERM 
‘y2UALIJ?IEW’MEAN? 

The Internal Revenue Service (“IRS”) has published under the Internal 

Revenue Code (“IRC”) an extensive list of specific requirements a pension 

plan must meet in order to obtain “qualified” status. If the IRS deems a 

pension plan qualified, numerous favorable tax treatments accrue to the 

benefit of the provider of such a plan. As a result, most employee pension 

benefits arise from “qualified” pension plans. Provided an employer meets all 

the extensive requirements for maintaining such a plan, an employer can, for 

corporate income tax purposes, deduct contributions to such a plan’s qualified 

trust. Furthermore, earnings on the qualified trust’s investment assets accrue 

on a tax-free basis. In other words, the IRS does not tax investment income 

(dividends, interest, and capital gains) that accumulates to the benefit of the 

employees covered by the qualified plan. 

However, at present, the IRC caps at $220,000 the amount of an employee’s 

annual earnings that may be included in the benefit calculation fonnula.under a 
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qualified pension plan. The IRS periodically revises this cap to reflect cost-of- 

living increases. 

SHOULD WE INFER THAT THE $220,000 CAP SIGNIFIES IRS OR 
CONGRESSIONAL DISAPPROVAL OF COMPENSATION PACKAGES 
THAT EXCEED THAT AMOUNT? 

Absolutely not. From a federal tax policy perspective, compensation levels 

allowed under a “qualified” pension plan trigger a myriad of tax and other 

consequences including: tax deductions for plan funding contributions, tax- 

free earnings on pension plan asset investments, and the nature and extent of 

‘‘qualified‘’ pensions guaranteed by the Pension Benefit Guaranty Corporation 

(a federal corporation). Each of these tax benefits comes at a cost to the U.S. 

Treasury. The compensation ceiling represents an exercise of federal tax 

policy to limit the cost to the U.S. Treasury, much like the application of the 

Alternative Minimum Tax. There is no determination, presumption, or even 

inference that pension benefits attributable to earnings above the “cap” are in 

any manner excessive or unreasonable. 

WHY IS A SEWNEEDED FOR MANAGEMENT EMPLOYEES? 

As previously mentioned, the IRC limits the amount of annual compensation 

that may be considered for benefits under a “qualified” pension plan. 

Accordingly, APS provides a SEW to enable the payment of pension benefits 

such that an employee’s pension is calculated based on the employee’s total 

salary, not just the salary amounts under the “cap.” We require such a plan to 

provide equitable pension benefits, which we need to attract and retain 

management employees and to compensate competitively such individuals for 

their responsibilities, skills, knowledge, and work experience. 
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WHY SHOULD CUSTOlVZERS HAVE SEW COSTS INCLUDED IN 
COST-OF-SERVICE? 

Quite directly, the senior management employees have a significant impact on 

the operations and condition of A P S ,  all of which accrues to the benefit of our 

customers. In order to motivate and retain the wealth of experience and 

knowledge of this group, APS must provide them with currently competitive 

market pay and benefits. As a result, SEW forms an essential part of their 

total compensation and ratemaking should reflect that. 

HAS RUCO CLAIMED THAT THE SEW PROGRAM RESULTS IN 
EXCESSIVE OR UNREASONABLE OVERALL COMPENSATION TO 
THF, RECIPIENTS? 

No, and there has certainly been no evidence presented in this case that total 

compensation for APS management employees, including SEW benefits, is 

excessive. Companies need to provide their employees competitive 

compensation and benefit packages. Senior management employees’ salaries 

tend to be higher than the rest of the workforce for a number of legitimate 

economic reasons. Indeed, the finest distinctions and gradations between 

various levels of compensation occur throughout our society. In a market 

economy, that market eventually determines the price or economic value for 

any one individual’s services. We do not determine our employees’ 

compensation levels in a vacuum: all of those who compete for their services 

in an extremely broadly defined universe set the appropriate benchmarks. A 

higher salary should not perversely result in penalizing an employee regarding 

pension benefits. SEW benefits enabIe us to make management employees 

whole instead of being limited to IRS “qualified” pension plans. 

TO THE BEST OF YOUR KNOWLEDGE, HAS THIS COMMISSION 
EVER DISALLOWED APS’ SEW EXPENSE? 

No. Past practice has held that normal compensation expense - including 

SEW expense - should be recovered in cost-of-service. 
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RUCO WITNESS DIAZ-CORTEZ REFERS TO THE APS’  S E W  AS AN 

TO A “SMALL SELECT GROUP OF HIGH-RANKING OFFICERS”. 
“EXECUTIVE PERK” AND STATES THAT THE S E W  IS PROVIDED 

WHAT IS YOUR REACTION TO THESE SECTIONS OF m R  
TESTIMONY? 

Her testimony mischaracterizes SERP pension benefits. SEW benefits clearly 

do not constitute a “perk” anymore than wages and salaries are “perks” - all 

make up the integral components of a total compensation package. As I stated 

earlier, the SERP provides a layer of pension benefit not otherwise available 

under the qualified pension plan. Further, we provided SERP benefits to 

senior management employees as a result of their compensations levels, not as 

a result of membership in a “select group” or status as a “high-ranking 

officer”. Yes, these employees have compensation levels higher than other 

employees, but this results from competitive market forces and the nature and 

extent of their responsibilities. The term “perk” inappropriately ascribes a 

negative connotation to a SERP. A SEW cures the inequity these employees 

would otherwise suffer as a result of the IRC-imposed compensation 

limitation applicable to the “qualified” pension plan. 

DOES MS. DIAZ-CORTEZ’S RELIANCE ON A COMMISSION 
DECISION IN A SOUTHWEST GAS RATE CASE JUSTIFY HER 
RECOMMENDATION HERE? 

No. Her citation indicates the Commission based its decision on the specific 

“record in [that] case” and not on a general policy pronouncement that would 

overturn past precedent in APS’ cases. Moreover, the Commission appeared 

to conclude it did not consider overall compensation for Southwest Gas 

management “reasonable” with the inclusion of SEW costs. Neither RUCO 

nor any other witness has offered evidence to support such a finding in this 

case. As we have stated, competitive market forces determine such 

compensation levels. 
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PINNACLE WEST STOCK UNDERPERFORMANCE ’ 

WHAT HAS BEEN THE REACTION OF THE INVESTMENT 
COMMUNITY TO THE STAFF’S AND RUCO’S TESTIMONY? 

Investors had a negative reaction. On August 21, 2006, Mr. Daniel Ford of 

Lehman Brothers Equity Research (one of the most respected and highly rated 

wall street utility analysts) stated: 

On 8/18, the ACC Staff and RUCO issued recommendations in 
the APS rate case. The recommendations mark the likely worst 
case in this proceeding. We view fair treatment by the ACC as 
essential to APS’s investment grade rating and attraction to 
equity investors ... Should the final order reflect financial 
parameters approximating these filings, it would be difficult for 
Arizona Public Service (APS) ,  the utility subsidiary of Pinnacle 
West Capital Corp. to maintain investment grade ratings or 
provide support for the current stock value in OUT view. 
Attachment DEB-19RB 

OVER THE LAST FEW MONTHS, PINNACLE WEST’S STOCK 

HIGH. DOES THIS INDICATE THAT THE FINANCIAL MARKETS 
BELIEVE THE FWANCLAL HEALTH OF PINNACLE WEST, AND ITS 
PRIMARY SUBSIDIARY APS, RAVE IMPROVED? 

PRICE HAS MCREASED AND HAS APPROACHED A 52-WEEK 

No. Many factors, both exogenous and company-specific, influence the price 

of Pinnacle West and other utility stocks. Exogenous considerations include: 

interest rate moves and expectations; the global price of energy-related 

commodities, principally oil and natural gas; the overall health of the 

economy; and energy supply implications of the instability in the Middle East. 

Company-specific items include: service territory health and growth factors; 

regulatory climate reality and perception; and utility operating performance. 

Financial and investment professionals always assess a particular company’s 

stock price performance relative to similar utilities or, better yet, relative to an 

index of utility stocks. 
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PLEASE DESCRIBE AN INDEX OF UTILITY STOCKS? 

An index of utility stocks, or any form of stock index, measures the aggregate 

performance of the constituent “basket” of individual stocks. The two most 

typical electric utility stock indices include “S&P 500 Electric Utilities Index” 

and the “S&P Composite 1500 Electric Utilities Index.” 

PLEASE EXPLAIN THE S&P 500 ELECTRIC UTILITIES INDEX. 

S&P composed its “500 Electric Utilities Index” from electric utilities 

included in the S&P 500 Index. 

Currently, the S&P 500 Electric Utilities Index encompasses 11 companies. 

The member companies include: Allegheny Energy, Inc. ; American Electric 

Power Company, Inc.; Edison International; Entergy Corporation; Exelon 

Corporation; FirstEnergy Corp.; FPL Group, Inc.; Pinnacle West Capital 

Corporation; PPL Corporation; Progress Energy, Inc.; and The Southern 

Company. 

PLEASE EXPLAIN THE S&P COMPOSITE 1500 ELECTRIC 
UTILITIES INDEX. 

S&P formed the S&P Composite 1500 Index to represent approximately 90% 

of U.S. equities. It consists of the members of the S&P 500 Index, the S&P 

MidCap 400 Index and the S&P SmallCap 600 Index - for a total of 1,500 

Companies of varying sizes. 

S&P has assembled its Composite 1500 Electric Utilities Index from 

companies included in the S&P Composite 1500 Index and those that S&P has 

classified as electric utilities. 

Currently, the 27 members of the S&P Composite 1500 Electric Utilities Index 

include: Allegheny Energy, Inc.; Allete, Inc.; American Electric Power 

Company, Inc.; Central Vermont Public Service Corporation; Cleco 
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Corporation; DPL Inc.; Duquesne Light Holdings, Inc.; Edison International; 

El Paso Electric Company; Enterg y Corporation; Exelon Corporation; 

FirstEnergy Corp.; FPL Group, Inc.; Great Plains Energy, Inc.; Green 

Mountain Power Corporation; Hawaiian Electric Industries, Inc.; Idacorp, Inc.; 

Northeast Utilities; Pepco Holdings, Inc.; Pinnacle West Capital Corporation; 

PPL Corporation; Progress Energy, Inc.; Sierra Pacific Resources; The 

Southern Company; UlL Holdings Corporation; UniSource Energy 

Corporation; and Westar Energy, Inc. 

WHICH OF THE S&P ELECTRIC UTILITIES INDICES DO YOU 
BELIEVE APPROPRIATE FOR COMPARISON WITH PINNACLE 
WEST’S STOCK PERFORMANCE? 

The S&P Composite 1500 Electric Utilities Index provides for superior 

comparison because as a “broader” index, it contains electric utilities of more 

diverse size. 

HOW HAS PINNACLE WEST’S STOCK PRICE PERFORMED 
RELATIVE TO THESE TWO ELECTRIC UTILITY STOCK INDICES? 

Over the 24-month period ended August 31, 2006, Pinnacle West’s stock 

significantly underperformed both of these indices. 

While Pinnacle West’s stock price increased 8.8% over this period, such an 

increase amounted to less than one-fourth the average price appreciation of 

either of these indices. The table below summarizes the performance of the 

Company’s stock and the indices during the period: 

Price Chanpe - 24 Months Ended August 31,2006 

Pinnacle West 8.8% 
S&P Composite 1500 Electric Utilities Index 36.6% 
S&P 500 Electric Utilities Index 39.1% 

The relative underperformance of Pinnacle West stock during this period is 

demonstrated graphically below: 
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Stock Price Comparison 
24 Months Ended August 31,2006 

W O  

rn 

1 o?h 

- Knnade West -S&P 500 Electdclndex - - - SBp1500 Elecbic Index 

Pinnacle West’s stock price growth ranked in the bottom quartile of companies 

in the S&P Composite 1500 Electric Utilities Index. Pinnacle West’s increase 

of 8.8% ranked 22nd lowest out of the 27 companies in the index. The stock 

price change for the 27 companies in the index ranged from a positive 184.1 % 

to a negative 1.0%’ with an index average of 36.6%. 

Pinnacle West’s stock price increase ranked next to last among the 11 

companies in the S&P 500 Electric Utilities Index. The stock price change for 

the 11 companies in the index ranged from a positive 184.1% to a negative 

1 .O%, with an index average of 39.1 %. 

HOW HAS PINNACLE WEST’S STOCK PERFORMANCE OVER THE 
LAST TWO YEARS IMPACTED SHAREHOLDERS? 

Had Pinnacle West’s common stock merely kept pace with the growth rate of 

the S&P Composite 1500 Electric Utilities Index, our investors would not 
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have lost $1.2 billion in market capitalization for the 24 months ended August 

31, 2006. This dismal performance has limited our stock's attractiveness to 

investors, which further aggravates its price performance and portends 

difficulties when we next have to finance in the equity capital markets. 

IF' ONE LOOKS AT JUST THE LAST YEAR, HOW HAS PINNACLE 
WEST STOCK PERFORMED RELATIVE TO THE INDICES? 

In the twelve-month period ended August 31, 2006, Pinnacle West's stock 

significantly underperformed both electric utility stock indices. The increase 

in the Company's stock price amounted to about one-third the average price 

appreciation of the electric utility indices. The table below summarizes the 

performance of the Company's stock and the indices: 

Price Change - Twelve Months Ended August 31,2006 

Pinnacle West 2.3% 
S&P Composite 1500 Electric Utilities Index 6.4% 
S&P 500 Electric Utilities Index 6.4% 

We can clearly see the relative underperfomance of Pinnacle West's stock 

during this period in the following graph: 

Stock Price Comparison 
Twelve Months Ended August 31,2006 

-Knnede West ---Ws&pUecbic Index - - - S&P 1500 Elecbic Indew 
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Pinnacle West’s stock price growth ranked in the bottom one-third of 

companies in the S&P Composite 1500 Electric Utilities Index. The stock 

price change for the 27 companies in the index ranged from a positive 38.4% 

to a negative 3.1%, with an index average of 6.4%. Pinnacle West’s increase 

of 2.3% ranked 19th lowest out of the 27 companies. 

Pinnacle West’s stock price increase ranked in the bottom one-half of 

companies in the S&P 500 Electric Utilities Index. The stock price change for 

the 11 companies in this index ranged from a positive 38.4% to a negative 

3.1%’ with an index average of 6.4%. Pinnacle West’s increase of 2.3% 

ranked 7th lowest out of the 11 companies. 

TO WHAT FACTORS DO YOU ATTRIBUTE THE SUBSTANDARD 
PERF’ORMANCE OF PINNACLE WEST’S STOCK? 

Based upon my experience and ongoing communications with financial 

analysts and institutional investors, the major determinants of the poor stack 

performance include both the reality and the perception of a regulatory climate 

that results in APS’ chronic inability to earn a reasonable allowed ROE. APS 

underearns in comparison with other electric utilities and, consequently, the 

performance of our stock price cannot keep pace with theirs. 

HOW HAS PINNACLE WEST’S STOCK PERFORMANCE IN THE 
PAST YEAR IMPACTED SHAREHOLDERS? 

Put simply, the Company’s shareholders have lost $200 million over the past 

twelve months compared with what their investments would be worth if they 

had invested in the electric utility industry as a whole. Stated more 

technically: because Pinnacle West’s stock price underperformed the electric 

utility industry during the twelve months ended August 31, 2006, its market 

capitalization is approximately $200 million less than it would have been if 
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the Company’s stock price had grown at the same pace as the S&P Composite 

1500 Electric Utilities Index. 

WHILE PINNACLE WEST SHAREHOLDERS APPEAR TO HAVE 
LOST $1.2 BILLION OVER THE LAST TWO YEARS, IS THERE ANY 
IMPACT ON APS CUSTOMERS? 

Yes, absolutely. APS’ overall weak financial condition permeates both the 

equity and debt markets. With credit rating downgrades, APS’ cost of debt has 

increased. Likewise, when APS (through Pinnacle West) needs to access the 

equity markets for additional equity capital, the depressed stock price will 

ultimately translate into additional expense for APS and its customers. 

CONCLUSION 

DO YOU HAm ANY CONCLUDING REMARKS TO YOUR 
REBUTTAL TESTIMONY? 

Yes. We must maintain APS’ investment grade credit ratings and access to the 

capital markets at reasonable costs for the customers’ best interests and the 

future economic growth of Arizona. APS needs this rate increase to achieve 

and maintain financial metrics consistent with merely low investment grade 

credit ratings. In the long run, such investment grade credit ratings benefit 

APS customers because they allow the Company to fund at a reasonable cost 

the significant infrastructure required to meet the needs of its customers. 

DOES THAT CONCLUDE YOUR REBUTTALTESTIMONY? 

Yes. 
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SUmmSry: 

Arizona Public Service Co. 
PdlRc4m dab: 31- 
Rlm8rycndlkulyrt:  ann^ S.nng, Sm F m n d w  (1) 415-3716009; 
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Attachement DEB-SRB 
Page 1 of 3 

CndH W n p :  BBBIStaMelA-3 

,Ratha le 

Arizona Pubilc swvlceb (APS) 'BBB-, corporate credff rating its based on the consolidated credit quality of 
Pinnade Weat Capital Cow. (PWCC), of whlch APS k the prhdpal subsidiary. APS Is a vertically 
inbgmted imreslorowned utMy that provhles retaw electric senb  to about OM) mlllbn customers 
ttroughout Arizona. indudby about half of the Phoenix MSA. PWCCs unregrlated subsidiaries 
COnbikRed about 27% of Income from continuing operatkns h 2005, with the batance provided by APS. 

PWCC and APS' wbfadwy bu&ess proflk score of" (on a lo.pobrt scale where '1 0' represents the 
highest rlsk) reflects the uncercSlnty mcemlng how the AIizona Corporation Cornmbsion (ACC) will 
address APS pendhg general rate case request and operational performance at its Pab Verde nudear 
stetion. 

&v As of June 36,2008, APS had about $175 mJllion in deferred fuel and purchased power costs. Deferrals 
are rcwulfing from the fact that APS retail elecbic retes ant b a d  on a 2003 test year, but actual fuel and 
power costs have rlsan sharply dnce then. APS' currently authortred base rater reflect a fuel and 
purchased power costs of about 2.047 cents per kilowatt-hour (H). In contrast, APS' current general rate 
case request is for base rates to reflect 3.1904 centdkwh for fuel and purchased power costs. 

Due to a total of about 8% of m r a r y  tsurthrges implemented on May 1,2008, APS accumulation of 
new deferrals d about 593 million through June 30 am be~lng roughly o f b t  by about $95 million h 
adjustor and surchaqe recovsry, resuftlng In current deferred balances that are h line With yearend 2005 
lev& of about $1 73 million. Wrth respect to 2006 deferrals, In April the ACC approved a 7 milUkWh 
surchsrge, or an 8.3% increase in rates, k dedgned to recuver about $138 miillon of whatever addrtlonal 
defemls are actuaiy incurr8d h 2008. The company has estimated a deferral balance of about $110 . 

miflion by ysq-end 2608 to be addressed through the February 2007 adjustor. 

The maJorlty of APS 2005 deferrals now have ratemaklng mechanisms h place to address thelr eventual 
pay down. That Is, the 4 miIUkWh power supply adjustment made In February 2006 Is expected to recover 
by February 2007 about $1 10 milllon of the 2005 balance. A $15 milion or about 0.6 mUVkWh surcharge 
was appmed In AprW 2006. Thb leaves about 545 ndlllon In hcurred 2005 deferrals related to Pab Verde 
unplamed outages. APS' February 2008 appUcetkn to collect thk amount thrwgh a temporary 1.9% rate 
increase Is pending before the ACC. Staff recommendations hued In August, however, suggest granting 
recovery of only $28 milllon, on the bash that about $17 m l l h  ofthe outage-related request was 
avoidable. ACC staff has also requested that thls lssue be considered as part of APS' general rate case 
request. If this occurs, the recovery of Ws remalnlng balance witl not be detmined until the rate case is 
resolved, which k not likely until 2007. 

Cash flow metric8 for 2006 will be modestty assisted by the surcharges but funds fiom operatlons (FFO) to 
total debt is expected to be below Standard & Poor's Ratlngs Servlces benchmarks until going forward 
retail rates m brought rnore In llne wlth curnrnt COPPB. Any permanent rete adjustments will be cansldered 
as part of APS' pending rate case, 88 will any changes to the utllit)rs power supply adjuster (PSA). Whlle 
FFO to intemst coverage Is expedsd to remain In llne wlth the ratlng, PWCC's comlldated total debt was 
52% at year-end 2005 (adjusted for power purchase obllgatlons and operating leases), and in 2006 
Standard & poor's expects consolidated leverage to Increase to around 57%. just inslde the 58% 
bendrmarlu for the w e n t  'BBB-' rating. These consolMated ratios exclude APS' sizable penslon 
obllgatbns. Treathg pension obligations as dobt-llke, 2006 conwlldatsd kverage Is expected to be about 
61%. Standard 6 Poor's anticipates that thls llabllii wlU be recovered over time in retail customer rates. 

c 



Pab V d e  1 rehmed to sewke in midJuly lbllowhg an extended oubge to repair vlbratbn problems on 
a cooKng Ina Year-tudabs capacity facto18 for the unb  have been hampered by thls o w .  While it is 
too emrly to qncbde bat Parr, VenjeL MI m e r  to hlbtorlcaUy strong levels, the near-term 
M a  pwed by P8bVwde 1% uncerhlh ntum to senrice durbrg APS' p s s k  m m e r  perlod have been 
abeted. 

Consolidated cash end I n v e w b ,  stood at $16 m9lion at June 30,2006, down obnmCantly fmm year- 
endceshbalencesof$154mIllonatDec.31,2005andframS315rnlllonasofMsrch31,2006.Uevated 
cash balances kr the flrst quarter wer8 prindpalry driven by PWCCs $176 million private placement 
kmmingr that, akng with cash, were used to repay a $300 mlllbn parent note that came due Aprsl3. 

PWCC ha8 a $300 mlllbn credll fadllty that support8 the Issuance of up to us0 mUlh of CP or for bank 
borrOwk.lgs, Wuding LOCs. The IWNy tuqSm8 December2010. APS has a mmnitted line of $400 million 
avdltbk to arpport the ksuena, d up to $250 mllbn h CP at for borrowing or LOCI. The llne also 
matures in December 2010. COMdldated rhort-bm bomrWing0 were $174 mlllion as of June 30. 

& 

Based on our anatysis, conmtldated llquldtty Is sufkfent to support cash demands if a d i t  event were to 
occur. Hawcwer, APS standalone l~uldlty Is weak, and the m b M  impact of a lowered d i t  rating, 
conawnltant with a dress h market pdces could result In available llqutdity belng insufficient to support 
daty operatknr. In such an Instance, APS would need to rdy on secondery sources of cash, such as debt 
Issuances, to support HquidRy demands. Standard CL Poor's also assumes that In such an instance parent 
iiquldity warld be avalable to support any APS cash droftfalls. APS had no cash balances at June 30, 
dawn Itwn 577 m l l h  as d March 31 2006. Uquidlty demands typically peak durlng the summer, and as 
a r e a  dthe total consolidated shod-term bomMlings, about $1 16 million is asda ted  with APS CP 
barcmlngs. 

APS has hedged 85% Of its 2006 power and gas requirements, whlch provkles some protection against 
further escelatkm in fuel and purchaeed powsr costs. Corwolldabd capital expendlhrres continue to be 
I-; due to signHlcent growth In APS' s d c e  area, and are estimated at about $890 rnniion In 2006, h 
line with the appmhnetely $930 mlffion spent In 2005. 

0 utloo k 
The stable outlook for PWCC and APS rating Is premised on the ACC continulng to provide sustalned 
regulatory suppat that addre8ses permanent rate rellef and manages the deferral balances downward 
over a reasonable %me frame. A negatlve mUng change or outlook could result if the size of the deferred 
balances materieny lncfeases, as a result of Palo Verde nudear performance or other factors. Given the 
reguleto~~ challenges over the near term and the potentla1 for continued operational challenges at Palo 
Verde there Is little opportunity fora pbsltlve raUng adon at this thne. 

4 
W 

~ n a t y ~ ~  mkc pDvlded by S M a t d  a Poda Ratlnpr Sarviwn (Ram Servlcn) am tho nault d aaparato &SB 
d&md to pmmm the Indopmdwm and o m  of raUngl oplnlonr. T ~ N  adn mtlng8 and obarvatbnr mntdned heraln 
m#klyabtrmmb of ophlon end not almbments d fact wreannmmdaCbna to prrchnw, hold, or rrA any ~artitira or make 
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2005 2004 ZOO3 2002 
3.6~ 3.8% 4.5~ 4.7~ 

14.7% iLoK 20.0% 22.7% 
9.0% 11.3% 15.1% 17.1% 
a.3% 733% 1121% O5.396 
47.8% *.o% 521% 4.4% 
18% 215% 23.4% 25.7% 



W n n  Outlook 

Ttw outlodr for APS k nepethre, nflectlno the potentid for downward preslwb on the ratln~s if.the Palo Verde 
nudw fedsty -8 not mtum to noma1 opentlng perlwmance by mldrummer as expected, or f outcomes in still 
pendlng rate poceedln~~ a n  nd wrppcrtrVe of reiaUvely timew recwary of increased coctcs. 
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July 26,2006 

PIMACLEWEST 
C A P I T A L  C O R  P B R A T I I N  

Attachment DEBBRB 
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h x d y ,  there have bten a number ofmedia reports that hacamtd Y- ' t h e  
wmpnny's second qmcamings. Om of thwe stories in the Saturday edition of 

fhaucid results, which tkk Monday qIiticm ''oomction" did little to remedy. With respect to 
p i e  West. the medii s#as detamined (I ISSZIIHC in the interest of a colorful headline) to 
igmat, among other-, the most significant causc of thctotal ihcnase in ourreportcd rcsulfs: 
a $59 million (aftertax) writcoff n yearago &td to tk loss associa!cd with the sale of the 
unregulated Silverhawk Power Station in Nevada. 

Rmublic w19 higbly m i s t e a d i n g  with respect to both pinnacle West's and APS' 

As to APS it& the first quartcr bancial infonnatian provided to Staffreflects a twelvGmonth 

will soail file Will nflect a ROE of only 5.7 pacent. Much of this modesf improvement is 
attributable to record hot weather and onc-timc tax acdits -events that wit1 not be repeated soon 
ifat alL,  Our allowed ROE, ID you know, is 1025 percent 'Ibis ROE deficit translates into a 
$134 million tarpings hxtfhl l  €&just the past 12 months. Fu~thermorc, ow FFODebt ratio, a 
critical measure of cnditworihincss, while improved somewhat ID s rcsutt of recent commission 
actions, is at 16.5 percat - significantly M o w  the credit rating agencies' standard for an 
invcstmcd grade rating. Even taking into account the record June temperatures, the continuing 

while camtinuing to impmvc somewhag will still main below the investment grade threshold 
though the end of 2006 and will fall fiirthcr thcieaAcr in 2007 absent rate d i e t  

reftrm on equity ("ROE") of a mtagcr 5.0 percent. Second quarter information that we 

md-Sttting wcllthtr into July, aad oI1c-timc tax wt forecast that th FFOmbt ratio, 

. 
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DauCommissioners: , 

This letter and the accompanying Financial Issues Report attempt to respond to 
yonr gutstions regamkg APS' uxrm financial situation. Our customers read and hear 
rnediareports, and we should all be collccmed if they are led to believe something that is 
not accurate. It does a disservice to both of us. This letter and the attached F i i c i a l  
Issues Report establish a foundation upon which to understand APS' current financial 
condition and clear up any potential misunderstandings. 

The c~nclusiom to be drawn fiom the attached Financial Issues Rcport arc as 
follows: 

APS' camings so fiu this year (not just for the sccollcl quarter) are lower than the 
same ptnd in 2005 by S2.7 mill id^. Adjusted for one-time events, earnings are 
d m  59.7 million. 

APS' return on shareholdas' invested capital (a key measure of financial health) 
has droppea to 5.7 pcrcent - almost 50% below the Commissio~approved rehun 
of 10.25 p e n t .  

0 APS' key financial d o 6  continue a slide towards a "junk bond" rating, which 
would Cripple the Campany and raise costs to customers by more than an 
additional SI billion. 

0 AP!3 appreciates recent measures taken by the Commission to help address its 
financial situation and needs continual regulatory support to maintain its financial 
integrity and its ability to finance critical electric infiartnrcture at a reasonable 
Cost. 
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ARIZONA CORPORA~ON COMMISSION 
August 17,2006 

L ‘  
ppge2 

I would dm lilre to make two otherobsmvations. First, while it is ~ ~ m m o n  to 
qort  on a public company’s quarterly cam@ and compare then with the stme quaxter 
in the prior year, such a comparison does not prcsent an locurate or complete picture of 
APS‘ o v d  d t i o n .  The FrnanCd lsriues Rcport shows why my conclusions drawn 
firm such a “aupshol* look can be my m’slcrdisg and rmhclpffil. For exnmplc, in the 
first quarter of this year, APS had a loss of $55 million compared With first quarter 2005 
eamhgs of5275 million. Thus, il comparison of first querterperfbrmance for 2005- 
2006 would Likdy yield entirely different observation0 OIL our financial health As 
described in our earning co- cell, our 2006 embigs guidance fint disclosed in 
November 2005 (”within a #asonable range of $3.00 per share”) h i  not changed. 

‘ 

Secand, with nspact to the suggested rate stabilization fund, wc undastand the 
Spirit and intent of tht proposal. Howcvcr, as presented in more detail in the rrport, APS 
has w excess mcnucs to put in what would essentially be B “rainy day fund.” 

Thanlc you fw thc opportunity to submit this information. 

Sincerrly, 

E D D N  
Encloswcs 
dcncl: Brian McNeil 

Ern& Johnson 
Hcatha Murphy 
Docket 
Parties of R d  

t 
Y 
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ARlZoNA PUBLIC SERVICECOMPANY 
F W C L A L  ISSUES REPORT 
Docket No. Eo1 345A-05-08 16 

AUGUST 17,2006 

This Fkrancial Issues Report addresses the following topics: 

0 Informatian relative to the cumnt financial condition of 
Arizona Public Setvice Company (“APS”), 

9 AFS’ position on the creation of a rate stabilization fund, and 
0 Dttails regarding recent APS officer stock option exercises. 

FINANCIAL INFORMATION 

A number of historical factors account for APS’ cumnt financial condition. One should 
avoid the casy but misleading charactcnza ’ tion of A B ’  wcrall financial health fiom a review 
dcrived from a pdcular point of time (e-g.. a threc-month quarter) or &om numbers excerpted 
out of context m press releases or media accounts. Also, one must p ~ t  out extraordinary items, 
m d g  events, and musual expenses d benefits. All financial and invesment d y s t s  
eliminate these facton, whether they have a positive or negative effect on eamiogS. They do so 
in order to understand bextcr the levcl of tanrings they can reasonably expect a company to 
achieve on a ncrrning annual basis. In sum, earnins for any particular quarter, while 
numinghl, do not present a comprehensive picture of a company’s financial health or future 
prospects. In addition, a quarter-toquarter earnings incre‘ase does not reveal whether the 
company is earning the reasonable rehm that regulation requires or is maintaining the financiial 
ratios sufficient to raise the capital necessary to properly serve its customers. 

To fiicditate analysis by investors, analysts, and others, Pinnacle West Capital 
Corpomtion (‘‘Pinnacle West”) typically reports (pu do many other compdts) “on-going 
earnings” (Le., reported earnings excluding extraordinary, nonrecurring and unusual items) as a 
supplement to the traditional eamings determined in accordance with generally accepted 
accounting principles (“GAAP earnings”). Further, for a utility such as AI’S whosc quarterly 
earnings exhibit exceptional volatility due to seasonal w d e r  pattern, earnins for any 
particular quarter rarely present a complete picture. As a result, financ*ial analysts prefcr to 
examine a utility’s camings for the last twelve-month period (i.e., a MI-year perspective). 
To illustrate thcse points specifically with respect to APS,  Attachment A demonstrates the 
scasonal peaks and valleys in AB’  net income (ie.,  OAAP earning) by quarter over the last 
thnt and oae-half years. With this graph in mind, APS’ recently released financial results can 
be k#er understood. 

Recently Released Financial Results 

Certain nonncvrring factors may have given the ctmneous impression that APS has 
made an abrupt financial about-face. Unfortunately for APS, the shareholders of Pinnacle West, 
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and APS’ c m  the truth d i f f i  markedly. To nmke this point clear, APS’ ycar-to&tc 
tSrnings (both on GAAP and oe-going h) me actually lows than fbr the comparable 2005 
period - B pint n r p d a l  on l e .  The table below displays these earnings in miltiom of 
dollars: 

P S  GAAP Earning 
Increase 

- 0  2005 
Firstquarta s (5.5) S 27.0 s (32.5) 

Year-tpdate 88.3 91 .O (2.7) 
W d q u a r t c r  93.8 64.0 29.8 

APS On-Goh E d n p s  
increase 

First quarta s (5-5) $27.0 S (32.5) 
Secondquarter 86.8 64.0 22.8 
Year-to-datt 813 91 .O (9.7) 

2006 2005 0 

For the second quatter of 2006, Pinnacle West reported GAAP emings of $1 122 
million, refltcting an $85.5 million increase over GAAP d g s  of $26.7 million reported for 
the second quarter of 2005. ’Ihe primary cause of this appatmt revenal steins from the $59 
million write-off Pinnacle West (not Aps) incurred in the second quarter of 2OO5 related to its 
loss on the sale of the urmgulatcd Silverhawk Power station in Nevada To a much lesser 
degree, the positive impact of $10 miIlion of income tax credits rtcorded in the sccond quarter of 
2006 nlated to prior tax years 1985 tbrougb 1998 (APS’ share amounts to $7 million) furtba 
CxBcWbatcd the apparent diffenncc. Excluding these unusual itans, Pinnacle West reported 
second quarter 2006 on-going earnings of 3102 million, reflecting a $16 million incrcase over 
second quarter 2005 on-going earnings of 586 million. Of this $16 million ”on-going” increase, 
$1 0 million was attributable to electricity sales driven by the record-setting June 2006 
temperatures= Pinnacle West disclosed these details In its July 21,2006, press release 
announcing 2006 second quarter uuni~gs (See Attachment 8). 

In light of this infomation and the Pinnacle West July 2lH pres release, the questions 
chat have arisen ova  thc nported “320% rise in profits” result from a misunderstanding of the 
relevant financial information. On a superficid level, the mathematics behind 3209‘0 arc correct. 
However. most knowledgeable business people and financial analysts would not characterize the 
abscnce of another write-off in 2006 as a “surge” in profits as described by the media APS has 
concern that similar misinterpretation may accompany the rtlcusc of earnings for the third 
quartcr of 2006. In the third qUarter of 2005, Pinnacle West and APS recognized an 587 million 
write-off attributable to the regulatory disallowance dated to the d e r  of the Pinnacle West 
Energy generating plants to APS d e r  the settlement appmd by the Commission. Alone, the 
absence of a comparable write-off in the third quarter of 2006 would show a very significant 
increase in the companieS’- GAAP earning5 over third quarta 2005 results. Consequently, a 
simplistic mathematical comparison of third quarter 2006 results with thiid quarter 2005 rtsnlts 
will likely yield a large percentage change &at also will not reflect the Company’s true financial 
condition. 

k 
Y 
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For the scad Qrrsrter of 2006, APS reported G M P  mnh& of S3.8 million, rCnbcting 
an increase of $29.8 million ova GAAP e~ l ings  of S64 million nporttd for tbc second quarter 
of 2005. Excludhg &e $7 mjUion of tax credits recorded in the second quarter of 
2006, APS' sccond quarter 2006 on-going amings totaled $86.8 million, reflecting an increase 
of $23 million, about half of which came from tk afotementioa#l SI0 milIioa attributable to 
Jum 2006 weather. 

whar ycar-todntc results are rtviewed, a difkcnt, but much more meaningful picture 
emerges, In the & quarter of 2006, APS reported a GAAP net loJs of SS.S million, reflecting 
an earnings decline of $32.5 million f b m  tbe CAAP camings of $27 millimn qortcd in thc first 
quarter of 2005. On a ycar-todatc basis h u g h  June 34: APS' 2006 GAAP d q s  
amounted to 5811.3 million, $2.7 million l g y e ~  than net income for the comparable 2005 period. 

Recent regulatory actions have been supportive and have led to a vcry modest positive 
impactonAPS'2006secondquartcrearnings. Theannual ~~inCrea~eof421Y.thatbeCame 
effective on April 1,2005, has addd $1.1 million to earnings. The PSA adjusters approved by 
thc hamission during the first aad second quarters of 2006 provided much needed inc$cnental 
casb flow, but did not (and were not arpectcd to) contribute any eamings benefit because the 
additional revenues collected w e  ofkt by the amortization of accumulated fuel dcfmal 
balancts. Thus, the poor A P S  financial coplition the Company witnesses recently testified to in 
the interim proceeding bas not changed significantly. 

Enrninga Outlwk 

Pinnacle West, es a publidy-traded company, must scrupulously adhere to all fedetal 
securities laws, and rule and regulations of the U.S. Securities and Exchange Commission 
("SEC"), especially regarding the disclosure of earnings forecasts. On November 4,2005, 
Pinnacle West filed a Form 8-K with the SEC which, among other ma.ttcn, disclosed under the 
caption "2006 EuaIryll Ou~ook", "We expect earnings for 2006 to bt within a reasonable 
range of $3.00 per share". During Pinnacle West's February 1,2006, eamings confmnce call, 
Pinnade West confirmed this 2006 earnings guidance saying, "Our d g s  guidance for 2006 
hna not c)lMged." During Pinnacie West'r May 9,2006, first quarter earnings confucnce call. 
Pinnacle West again dinned this 2006 earnings guidance adding, *'Our d n g s  outlook €or 
2006 has not changed. We still expect earnings to be in a reasonable range a m a d  $3.00 a 
share." Most ractntly, during Pinnacle West's July 21,2006, second quarter earnings conference 
call, Pinnacle West again confirmed this guidance with, "We arc not changing our earnings 
outlook for 2006. We still expect eacnings to be in a reasonable range around $3.00 a share." 

Commissioner Mayes' .August 2,2006, letter to tvfr. Davis indicated that, during Pinnacle 
West's July 21,2006 second guarter d g s  coILf#cIIcc call, Mr. Bxandt did not answer a 
question poscd by rn d y s t  from SAC Capital (Mr. Ashar Khan) regdhg 2006 earnings 
exjnxtations. (Mr. Khan does not repnsent a "trditional" investment firm. SAC Capital is a 
$1 0 biUion p u p  of hedge funds.) Included as Attachment C is the transcript of the mtirc 
dialogue between Mr. Khan and Mr. Brandt during this d. Mr. Brandt did respond 
appropriately to the questions posed. Pinnacle West o&cers cannot legally engage in an ad-lib 
dialogue on the subject of camings guidance, and most analysts understand and respect this 

It 
- 3 -  
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limipltion. pinnade West has ccms*dy  a f f d  2006 tSmings guidarm as % nasonablt 
range around 33.00 per sharr." . 

Overall Finuadrl Colrdltion 

~ h c  followiq cban p ~ e a t s  APSD return on amage equity WOE$ fir  the - 1 ~ -  
monthpcriodstimtmd#i on erehquastmuui fiom the tkst quarter of 2003 though the second 
quarter of 2006. Ova t i is  period of time, APS' ROE has eroded fiom 8.4% for tht twelve 
months endad March 31,2003, to bn ROE of 5.7% forthe twelve months ended Jllrc 30,2006, 
rqmenting a total &&ne k the measnre of 32%, or a 2.5% avaage decline per quarter. This 
pafbrmanceweighsheovilyintbeaPsnsmentsofsccurjtiesanaly~,endcontn'krtestothe 

most otherutilitie~over tb last two yean. Thc most recent ROE of 5.7Knflects a 5134 milIion 
aonual earnings deficit relative to A B '  most lrxxntly allowed ROE of 10.25% As APS 
prepares to build dre fhcilities to stzve Arizona's groWiae population d economy, the inability 
to am an adequate ROE, m n b d  with weak credit metn'cs dtscn'bed below, will burden rhe 
Company and customers with greatn fiaancing costs and mole limited financing options. 

SubstsntialrmdtrpgbarmanceOfPinnslclc Westcommon~relrdiveto~equitysearriticsof 

. 

Ariuma Public Ssnrica Company 

Twelve-Month Periods Ended March 31,2003 to June 30,2006 
Re@mmE;q* 

10% -1 n 

L 

The deterioration of APS' financial position can also be seen in Attschmurt D, a 
campilation of financial report3 filed by APS with thc Commission at its dhdion 
(tatsc reports arc in &tion to Pirmacle West's publicly avdable SEC filings). Thffe reports 
provide financial results and infarmation on key financial metrh such as Funds From 
Operations to Debt ("FFO/Dcbt ratio")D net cash flow, mtum on quity, &bt to capitel, non-cash 
income, and interest coverage ratios m order to keep the Commission curmnt on APS' fihancial 
condition. 

- 4  - 
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As the Commission has heard fiom APS on prior occasions, its FFWDebt ratio continues 
to languish significantly bebw the investment-grade credit rating threshold. Second quarter 
uynings have not ahcnd this ble& reality. Although the ratio has c l i i  slightly, the 
inprovcment falls short of the kvel required by the d i t  rat& agencies br an invesfmnt- 
graderat@ Thechnrt k b w  gmphstbFFO/Deb! ratio as RleBsuTed at theend ofeachquaner 
over the thne and onchalf years caded ~IDC 30.- As of June 30.2006, the ratio reached 
162%. md is expected to improve to between 17.0% and 175% by December 3 1,2006. 
abhough it will fall funha th#wfta in 2007 absent rate relit€ Even at this percentage, the 
rating agcnck may downgrade APS’ credit ratings to a ooninvesbmnt grade or *‘junk* level In 
a July 31,2006 publication, S t a d d  & Poor’s stated, ‘The consolidated c d i  profile of PWCC 
and its utility, Aps, coninne to be stmscd.” A downgmde of APS’ credit ’ratings to “junk“ 
would l i i l y  cost APS and its customers SI b illlpn of additional interest cost over the 
next d e d e  in additin to the other negative conscqucnces described in the interim rate 
proc#ding. 

Arkma Public Service Company 
Funds from Operations (FFO) to Debt 

Twelve-Month Periods Ended March 31,2003 Qo June 30,2006 

mn 
28s I I 

Attachmtnt E displays net cash flow after capital expenditures as of the end of each 
quarter during the three and onehalf years ended June 30,2006. As can be sten, this measure of 
liquidity turned pa?aCive in the fbunh quarter of 2004 and rapidly declined through a number of 
quarters thenafk. By the end of the second quarter of 2006, it reflected a $272 million cash 
fbw deficiency. APS expects this masure for the year Mw)6 to amount to a deficit of between 
$205 million and $235 million. reflecting 2 0 6  M cash flow of between $4 15 million and 
$445 million being overwhelmed by 2006 capital expenditures of Sfis million 

A discussion of APS’ current financial condition would not be complete without an 
examination of its marrive capital expenditure progmm nearsary to met and anticipate 

- 5 -  
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customtr needs. Attachments F-I dwnonsb-ale the rmgnitude of thesc expenditures 
(Attachmnt F), the increasing inabilay to fund nwasary pmbts t o m  internal cash Row 
(Attacbmcnls G and H), and the Company's con6cqrlent growing external financing needs 
(Artrchment r). Rxhaps the most draamtii indication of the Company's financial predicament is  
h w n  in t k  blbwing graph, wbich meals  bw regulatory lag has led and will continue to 
(absent further Commissiin action) to almst $3 billion in investments to serve customers that 
arc llpr reflected in current rates and which cause the earnings attrition and falling fmncial 
mcarztres s b w n  in the preceding aaschmcnts. 

Clearly. Pinnacle West and APS have not seen a return to the days of mrc stabk 
investmtnt-grade dcb ratings. A few extraordinary, nonrecurring items do not a fmancial 
recovery make. In any event, in relative turns they do not constitute a reversal of financial . 
fortunes that eliminate the need for suppoflive Commission action. In order to provide 
custoums with the high quality electric service they deserve and to pnparc for the continuing 
economic and population gmwth, APS should cam a return that keeps the Company solidly in 
investment-grade territory. Solutions which fall short of that do a disservice to customers, 
sharehokkrs, and the Stat& 

In an August I, 2006. Iener to the Commission. A B  set forth thc reasons why it had 
determined that the establishment of a rate s tabi l i ion fund would not bc practical. Aps 
supports the goal of minimizing firturc price increases, but after funher consideration. the 
Company continues to maintain its position on such a find. 

- 6 -  
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clrmntly, APS' rm~lllt Bcfrciency is teas of millions of dollars annually. If APS were 
mr in a situation where it was receiving excess rcveauu, a rate s t a b i l i n  fund could be an 
option to amsidcr. Howeva, APS' cumnt financial situatjon does not provide the opportmity 
to explore t b a t a l w v e .  

ked, APS and tiu? Commission aIrmdy havetbe ~CBIIS to utilize somt of thc rate 
mtdranismp specifidly circd by Commissioner Mayes as adopted by Sah River Project ("SRP") 
- cxceptdud APS d i t s  any savin gsto customerson a mon or less current basi(rathathan 
deferring them to a lata time). tbus producing greater bench to customas than would I! rate 
stabilkation fund. These macbinisms incrude decting A H '  d n g s  in Ow ercpenses in 

.  custom^ rates through commissionapprovcd rate procedures, and crediting to customcis the 
gross magin (revenues n d  of energy costs) h m  off-system sales in accordance with the PSA 
approved by the Commission. APS believes these appoaches are preferable to a rate 
stabiliition fund. 

Third, the Company disegrets with any notion that sharchoIdcz funds should be used to 
establish a rate stabilization fund. Sound regulation must allow a utility to rccovcr its costs, 
including the opportunity to earn a fair rate of nturn on its invested capital. If APS' 
shsrtholdas were forced to fuad additional "stabiliition" casts that should otherwise be 
rcfltcud in rates, such a requirement would undaminc the Compgny's already tenuous financial 
health, conflict with Mamental regulatory principles, send a bighly negative message to the 
invcshnmt commdty (including investors and lenders), and would clearly be illegal. 

F d y ,  with respect to Comanisoioner Mayes' nferurce to the sources of SRP's rate 
stabilization fund, APS docs not know the details of this device Suffice it to say, how&r, that 
comparisons between invcstorswabd utiiities such as APS and govanmental or quasi- 
govunmcntal entities such as SRP can be misplaced. Such public entities have no obligation to 
cam a return for shanholdtrs who b e  put their capital at risk Moreover, SRP's published 
hancial inf'imnation indicates it fi1I1y rtcovas its costs (unlike APS) and can therefore fund 
such a program without damage to itS strong financial poSiti0n; APS is not aware of any 
investor-owned utility in the Company's weak financial condition that has either established or 
been forced to implqment a rate stabilization fund. 

Regarding recent properly tax ductions enacted by the A n w ~  Legislature, A B '  
. property tax savings will not be realized until credits appcar in APS' tax bills payable on 
Nwember I, 2006, and May 1,2007, dates well beyond the end of the September 30,2005 test 
period q u i d  by ACC Staff in the current rate filing. Alsa, APS' overall costs have increased 
since the end of the test puiod, and would more than offset such tax reductions. 

The $7 million of income tax atdits Itcotdtd in the W n d  quarter of 2006 and 
rcfuMced earlier in this report w m  also raotived by APS well *the cad of the September 
30* 2005, test p b d  end relate to tax years substantially bcfm the current test period. In 
addition, $3 million of thcge tax cFbditz &e the km of hvcsfment tax edits nlated tu APS tax 
years 1986 though 1990. Flowing such investment tax credits through to customers would 
violate h i s i o n  No. 58644 (1994) which directed below-the-line amortization of all investment 
tax credits, and would colufitrttc a n d i z a t i o n  violation under the Internal Revenue Code. 

L 
- 7 -  
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p&cENTsTocKoPTI ON EXERClsEs 

On August I I, 2006, the Arizona Republic published a story titled, "Exa;utives at APS 
Take SbcL Awads." The coanplete facts are: 

0 of the named officers received cash pmeeds as a nsult of thcsc option 
araciscs. 

0 Each flicer Cssmtidy cosnettd one "paper" financial instiurnat (i.e., a stock 
opeion) into an0thcr"Paper" financial instnuncn t (Le.. shims of Pinnacle West 
stock). 

With respect to the option extccists rrfmncod in the story, the exccutive~ 
d v e d  thc options over rbe 19% thrwgh 2003 time period. Ihc Company's 

ownership of Pinnacle West stock, and to retain qualied exeartives. The 
Company K currently exploring other mechanisms for executive rttention. 

StOCk OfiOQ PrOgrpm W8S k s i g d  C-C O f f i c c n  t0 bresEc their 

0 Pinnacle West and APS did not incur any txp~slst or cash outflow impact as a 
d t  of these mmt option acrcises. 

As exccutivw of a publicly-haded company, these officers may only exercise 

and ending on the 15' day of the third monthof cach quarter. All other times 
constitute a '%blackout period". Furfhcnnon, officers arc prohibited h m  
exm%ng options at any time they have knowledge of material, nonpublic 
infomation. In this most ncwt instance, the period for exercising options 
extended from July 25" through September I4"b, but was subject to immediate 
cwtaiknt  if officers came into possession of material non-public: information 
In practice, Company offrccrs have had vcry narzow time periods in which they 
have been ptrrnitred to wercisc options. The recent exercises of options Occumd 
during just such a time period. 

optiom during the paid btgiming two days * announcing quarterly earnings 

. 

As APS d e w s  its fmancial c~rcurnstances and restrictions on funding flexibility, the 
pressing need for a rate case to rcvicw these vital factors and product a Supporti~c outcame 
becomes ever more evident. In the face of rising expenses and energy demand. APS should have 
the means by which it can recover its costs and earn a fair rate of return on invested capital. The 
discrepancy betwetn the atlowed ROE and actual earned ROE denies shareholders &e full' value 
of their investment and, as 1 result, ultimately punishes P ~ c l t  West and APS in tbe capital 
markets. Furtha, the deficiency in credit metria fmm invtstment-grade standads incnsses the 
Company's cost of capital and pczpmates the very Significant risk that APS' cndit ratings could 
be downgraded to "junk." 'Ihe shortfall needlessly increases the cost of providii highquality 
electric service to customers. 

- 8 -  
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FOR IMMEDIATE I E  July 21,2006 

AnaIyst R e b  Hicbnen, (602) 250-5668 
Media contact: Alan Bmmdl, (602) 250-3376 P8gC 1 Of 2 

Lisa M a l m  (602) w1-5671 
Web site: ~ww.~innaclew~t.com. 

PINNACLE WEST REpoaTs 2006 SECOND QUARTERRESULT5 
Strong APS Customer Growth Continues 

PHOENIX - Pinnacle West Capital Corporntion (NYSE PNW) today reported 
consoiidatcd nct iwxwC for the quarter ended June 30,2006. of $1 122 million, or $1.13 
per diluted share of common stock This result conipares with net home of $26.7 
million. orSO.28 per diluted yhan, for the same qarater ayearago. . 
On-going comWtcd earnings in the 2006 second quarter wcrc $102 million, or $1.03 
per share, compared with S86 million, or $0.89 per share in thc comparable 2005 quarter. 
Ibe 2006 d t s  exclude imxune tax c d t s  related to prior ycan of $10 million, or $0.10 
per shar~. On-going cemings for thc Second quarter of 2005 cxctuc~e M 
$59 million, or $0.61 per shart, related to the sale of the Silverhawk Power Station 

‘yirowtb in ow service territory mmains robust,” said Pinnacle West C h a i m  Bill Post, 
citing Arizona’s populafion growth, which is t ime times the national amage. 
9uccessfnlly sewing this growth will rcquirt continuing cooperation from state 
regulators as our c0a;lpany invests in new, long-term nmurces to meet the ever- 
increadng demand for eleCtricity.” 

Results for the quutcr wue positively impaCtea by higher retail sales at Arizona Public 
service (APS) dm to customer growth Of 4.6 pccenr; firel and purcbuscd powex cost 
d c f d s ;  aud  warm^ weather, punctuated by the hatst June on record. The average 
bmpc&mc during June was almost 5 d e w  above normal. rcle wanner weather added 
$0.10 per share cornpad with last year’s second quarter. 

These positive items were partially ofbet by higher fuel and pucchad powct costs; and 
nn increase in oPnating costs p r i d y  related to higher g o n d o n  maintenance and 
customcrarvice costs 

loss of 

APS reportbd net income of $93.8 million for the sccond quart= of 2006, compared with 
nct income of $64.0 million for the same paid a year ago. In addition, SunCor 
Development Co., Pinnacle West’s real estate subsidiary, reported net income of $9.6 
million, complved with 5 1 1.3 million in the 2005 sCCOOd qutater. 
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For more information on pkm;aele West's operating statistics and earnings, plcase visit w. 
Canluclceclrll 
h i e  West invites intacstaipsutiesto listen tothe live webcast of mansgrment's 
condtnacecall to diocusc~ tbc Compauy's 2006 second quartermminp ad recent 
dmlopmcnts at 1:OO p.m (ET), today, Friday, July 21,2006. The web cast can be 
d a t - d m  ' and will be available for replay on the 
web site fcrr 30 days. To access the live conference Call by telephone, dial (877) 356-3961 
and enter coafaence ID Nlwber 2CQ6344. A replay of the call also will be available 
until 1155 p.m. (ET), Friday, July 28,2006, by calling (800) 642-1687 in the U.S. and 
Canada or (706) 645-9291 intanationally and entering the same ID number as above. 

pinnacle W e t  is a Phoenix-based campany with eansdlidatcd assets of about $1 1 billion. 
Through ifs subsidimies, the Company gumitcs, sells and delivers electdcity and sells 
encrgy-rclatai pmducts and d c c s  to retail and whoksdc customers in the western 
United States. It also dmlops residential, commercial, and industrial r#ri estate pmjms. 

-30- 

PXNNACIJZ WEsT cmmu CORPORATION 
NON-GMP FINANCXALMEASURERECON~ATION-NET INCOME 

(GMP MEASURE) TO ON-GOING EARNINGS (NON-GMP FINANCIAL MEASURE) 

ThrrcMondrtGdcd 'IlrrtMondrsEaded 
June 30,2006 J W  30,2005 

Sin Diluted Sin Diluted 

- 3 0.04 
S 102 $- S 16 S 0.89 - - 
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Excerpt from 
Pinna& West C.pW Corporation 

2nd Qauter 2006 Jhnings Confere8ce CaU 
JUIy 21,2006 

Your next question comes from Ashar Khan of SAC 
Capital. 

Good afternoas how m you guys doing? Don, could you 
tell mc, based on the results first half, arc you running 
above qcctations, on expectations, in rcfcnnce to your 
carniags mgct of around $3, if I'm right? That is still the 
restated target, right. for the year? . 

I don't think we restated it. As Bill mentioned earlier, we're 
staying with our guidance of a reasonable range of around 
$3. So fsr this yew, we're on tsrget witbin a reasonable 
m g e  of Where wc expected to be at this point in the year. 

SO yo& saying you're on target, you'rt not ahid or 
anything? 

We're on track. 

Okay. But can I just ask you, LTM I'm getting around 
3.2Oish of eamings What arc the negatives in the last half 
that we h d d  look at to st us back to around $31 

Pm not sure what kind of a base you're coming off of. 
Maybe if you-Ashar, give Becky a shout afterwards, she'd 
be happy to heip you walk through some of it. 

Okay. But is there anything visibility negative in tern of 
any factors in the next half? 

No, I don't think there's any negatives. 

Okay. Thank you. 
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Docket Control 
Arizona Corporation Commission 
LZOO W. Washington 
Phoenix, Arizona 85007 

RE: DOCKET NO. E-01345A-06a009 
DECISION NO. 68685 

If you or your staff have my quatiom, please feel h e  to call me. 

Supervisor 
Regulation. Pricing and Adminictrotion 

B B k  

Cc: BrianBorur 
E m s t  Johnson JUN 0 8 2006 

c 
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Monthly Cash Podtion and Flnancial Raclo Report (1) 

Mafeh 31. 
2006 

APS 
PNW 

$ 7 7  s $15 

pPS Flnrndnl ntkw 1t2 months endlae); . 

Funds from epuatbnr b debt 14.3% 

Deb! to capital 50.5% 

Funds from operations intemt coverage 32X 

PmkebrdM funds fmm ommtlonr fm mlIiimi& 

12 months endtng 12mm s 585 

(1) Required by Deckkn No. 68685 until resolution 
o l g m r a t e c a # ,  
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cc: Brian BOIZO 
Docwconm1 
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cv 

Monthly C U R  P o s h  md Fbunchl rWa Report (1) 

$ 7 7 &  - 
$ 315 $ 90 

12 monttu endlrqJ 12/31/06 
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Monthly Csth  Posftlon and Flnanclal Ratlo Report (I) 

APS 
PNW 

Flnanolrl ratlor I12 

Funds from operatlau to debt 

W 3 1 .  
2m 

s -  
s 47 

15.1% 

51.7% 

3.4x 

12 months ending 12131106 s 585 

(1) Required by decision no. 88885 until re!soh&n of general rate case 
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RECEIVED 
Mby 25,2008 

Mr. Emest Johnm 
Dit-dor,Uti&sDhriskn 
Arimnacwpwathncommii 
1200 West Washington Street 
Phoenk, Arizona 85007 

MAY 2 5 2006 

AZCORP COMM 
Director Utilities 

RE' APS FINANCIAL REPORT 
FIRST QUARTER ENDING MARCH 31,2006 

Dear Mr. Johnson: 

A w e d  are the First Quaker Fi~u~cial  Results and d e d  graphs for Arizona Public Sewice Company for 
the qdlter@nding %rdr 31,2006. 

If you have any guestions regarding this firig. please contact me at (602) 2502060. 

Attechment 

E: Briansono 
-lance and Enforcement 
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Adjusbd b b m  on A m a g e  Equily, and 

Adjusted Redurn on Avg. Equity Exd. - Comp. Enwgy Trading & Purch. FwResaIe* 
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RE: APSFRJAWIALREPORT 
. FIRST QUARTER ENDING MARCH 31.2005 

Dear Mr. Johnson: 

Attached ant me Fiat Quarter Fincbt Resub and associated ofaphs for Aritona public Senrlce Company for 
the quarter sndhg Men31 51, ZQDS- 

If you have any questions regarding Ulls lllirg. please contact me at (602) 250-2080. 

Regulation. Poky h 9a‘V”f 
JWfj 

Attachm0nl 

CC: ’ Brlen Bono 
Compliance and Enforcement 
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RECEIVED 

CC: 51ianBono . 
Compllilnm and Enforament 
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Return on Average Common Equity, 
Adjusted ReWn on Avengs Equity, and 

Aqushd Return on Avg. Eqw Excl. - Comp. Energy Tndfng Purch. For Wale*  
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Jane Van Ness 
h-aw 
Rcpuhtoy Afidrs 

November 30.20D4 
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RECEIVED 
NOV 3 0 2001 

AZ Corporation Commission 
Director Of Utilities 

Dear Mr. Johmn: 

Anached a18 the Third Qwrter Rnandal Rewlls and assodated mphS for Arizona PUMiG Senrice Company for 
the quam e m  September So, 2OM. 

if you have any questlora regardino thk filing. please contad me al(602) 250-2310. 

swerw. 

Atlathment 

cc: BtfanBozzo 
Compliance and Enfoment 
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R E  APS FINANCIAL REPORT 
SECOND QUARTER ENDING JUNE 30, Mx)4 

. . . . . . .  
1: . . .  

. . . .  . . .  I . . . . .  . . . . . . .  - .  . 

Dear Mr. Johnson: 

Attached (ye the Second Quarter Ftnandal Ranib and assodaled grwb for Muma Public Service company 
for the qorvter fdh~ June 30,2004. 

H you have any questions regarding this filing, please contact me al(so2) 250-231 0. 

sincerely, 

)rou nLLdW~ 
ana Van Ness 

Regulalmy C o m p f i  
P Manager 

JVWld 

Attachment 
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Return on Average Common Equity, 
Adjusted Return on Average Equity, and 

Adjusted Return on Avg. Equity ExcL - Comp. Energy Trading L Push. For Resale. 
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Fixed Charge Coverage Before Taxes 
Excluding Non-Cash Income 
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M a y  MI. ZuW 

RE: APsFlNANClALREPoRT 
FIRST QUARTER ENDING MARCH 31 , 2OM 

Attachment DEB-1 ORB 
Page 52 of 79 

bw 
Dear Mr. JohnsM1: 

Atledrad 8119 lhc Fk Quamr Financial Results and asocfated graphs ~LK Amona Puwi Service Company for 
the quarter edng March 31,2004. 

If you have any guastianS regarding this filhg. please contad me at (802) 2542310. 
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Return on Average Common Equity, 
Adjusted Return on Average Equity, and 

Adjusted Return on Avg E~ulty Excl. - Camp. Energy Trading & Purch. For Resale' 
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Fixed Charge Coverage Before Taxes 
Excluding Non-Cash income 

4.25 t 
I 

4.00 f I 

! 
3.75 - 
3.50 Q 

3.53 

"' 3.19 3.25 y 
-0. .- C. 3.07 

-0. 
3.00 T 

I 

2.75 + 
2.50 - 

i 

2.25 7 

2.00 i 
i .  

1 

DeE-01 Jun-02 Dec-02 JwrD3 Dec-03 

Net Cash Flow Excluding Nan-Cash 
Income as a X of Capital Expenditures 

150.0% 7 

1306K 129.3%,0:135.4% 
140.0% 

130.0% 1. * '. i 124.6% '. . 
k. 
\ 

120.0% i / 

./ 

'41.1% 

80.0% t 
I 

70.0% + 
60.0% 

I 

i 
I 

50.0% i t 

Dec-01 Jun-02 DecOZ Jun-03 Dec-03 

SBE mlrs M Fmndal Rowllr page br u p b n a r h  ol cablalion& 



Q 

L 

Attachment DEElORB 
Page 56 of 79 

RECEWED 

RE: APS FW”ANIAL REPORT 
FOURTH QUARTER ENDING DECEMBER 31,2003 
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Return on Average Common Equity, 
Adjusted Return on Average Equity, and 

Adjustpd Return on Avg. Equity Excl. - Comp. Energy Trading 8 Purch. For R ~ S I I ~  
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Fixed Charge Coverage Before Taxes 
. Excluding Non-Cash Income 
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Attachment DE5lORB 
Page 60 of 79 

RE: APS FINANCIAL REPORT 
SECOND QUARTER ENDING SEPTEMBER 30,2003 

Dear Mr. Johnson 

A!ta&ed am the ’Third Querter F& Rwuk and assoCided graphs for Arizona Public Se’wice Company: fw 

If you have any gueakns regarding the Ing, please mntad me at (602)250-2310. 

the quarfer ending seplamber 30,2003. 

CG John Thornton 
ChWofAaxwrnting & Rates 



b w  

gi: f 
o d  0 

f E  E 
n d  

0 0 0  g g g r  
ocroz 

E 
w - 



i 

I 

chment DEE1 ORB ARIZONA PUBLIC SERVI,CX C O M P M  page 62 of 79 

Fixed Charge Coverage Before Taxes 
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& on Average Common Equlty, 
A$urtsd Retwn on Averal;(. Equlty, and 

Adjusted Return OII Avg. Equ-m ExcL - CMnp. Energy Tmdm 6 Purch. For Resale. 

Non-Cash income 
as a % of Earnings 
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RE .APS FlNAhlclAL REPORT 
SECOND QUARTER ENDING JUNE 30,2003 

Dear Mr. Johnson: 

Abched are the Second Quarter Fmancial RmnS and associatad gmphs for Aizona Pub& Senrice Company for 
the quarter endkrg June 30,2003. 

If you have any questions regardii thk fibng. please contad me et (602)2!2)-2310. 

Jana Van Ness 
Manager 
Regulatory Compliance 

JvNlsrm 

Attachment 

cc- John Thanton 
chid of Accounting L% Rates 
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ARIZONA PUBLIC SERVICE COMPAN3PChme"f DEB-lORB Page 66 of 79 

.Fixed Cherge Coverage Before Taxes 
Gcduding Non-Cacrh Income 
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R.brm on A v e m  Common Equyl, 
Adjusbd Return on Average Equlty, and 

Adjusted ReWm on Avg. 4ufty Excl. - c#np Ensrsy Tradiw h Purch. For Resale' 
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0. 

R E  APSFINANClALREPORT 
FIRST QUARTER ENMNG Mdl31,2003 

Dear Mr. Jcrhnson: 

Maneger 
Regulatory Compliace 

JvNMd 

Attachment 
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R.tum on Avsmge Common Equity, 
AdJusted Reium on AWmge Equity, and 

Adjusted Return on Avg. Equity Exel. - Comp Energy Trading & Purch. For Resale* 
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RE: APSFINANClALREPORT 
flRST QUARTER ENDING March 31,2003 

Attachment DEBlORB 
Page 72 of 79 

MaBStatiOn9908 
P.O. BaX53999 
Phoenix, AZ85072-3898 

cc: JohnThamton 
Chkf d Accounting & Rates 
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Junc 21,2006 

P- cff Hatch-Milia 

Mr. Thomar Mumw 
Arioo<l. Public S d c e  
P.O. Box 5 3 m  
Phoari~, Arizonr 85072-3999 

Re: Artrolu Public Service Company Gcocral Itate C u e  (Docket No. E01345AdiM116) 

Dear Mr. Mumaw: 
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RESEARCH 

US. Public Power Utilftles' Self-Governance Bolsters Credit Quality 
Publication d 8 k  1BJUl-2006 
Prhnary Cmdit Anrly.t: David Bodek, New York (1) 212438-7969; 

maElto:david~bodek@standardandpoors.corn 

(Edbf8 Note: Th& artick was adapted from a speech ghren at JPMorgan's 2006 Public Power and Gas 
canference an May 11,2006.) 

Standard & Pan's Raljngs Sewices has a fawwable View d the U.S. puMlc power SeCEor. This is evident 
from a ratingsdistribution forpubik power u t i l i i  thatveuycbs8ly mimrs aedii quality in the water and 
sewer sectas, eventhough publlc ponrer utiiities face greateroperatlonal and marlcetchathges. In the 
public power and water and 8 e ~ n r  ut i l i  sectom, 85% of fhe ratings are In the 'A' category or higher. Given 
the campiax kues feclng the power sector as wmparedwifhthosefacing water and sewer utilities,the 
Sbnilaritieo h the ratings d- is rea& quite extreordinary. 

' 

Chart 1 
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Chart 2 

L 

The similar ratings on u t s i  In these two sectors are based on several attributes that distinguish pubk 
power end dher municrpal uliliks from inv&-owned Idillties. Uke water and sewer utiiiies, the credit 
quari of pubec power utilities tends in the fin! instance to be defined by the interplay between 
autonomous rate setting authority and service 8rea demogrephlcs. Autonomous rate setthrg is an 
important driver of aedtquality bemuse R prwides puMlc poww utiliies with the t d s  needed to respond 
quickly to meis in opera!@ costs or capltal needs. Them am instances whem public power utilities 
have chosen not to take advantage of these tools, vutdch has had rating implications, but these tend to be 
I h k d  cases. Ewamples In recent yeam included the eledric UtiEues senring Lodi, Calif. and Jacksonville, 
Fla. 

~ h k  rate setihg authorZty cmtjnue to be one ~f the key factors that distinguishes the ratings on puuic 
power utilities fmm those on i n v e s t o r e  electric utili is. The a d i t  quality of investorowned utilibies 
generally suffers as a result of the mgulatory lag and the potential for regulatory disallowances of costs. 

Last year, the advantages of autonomous ats settlng authority and the benefits of pass through 
machenisms were In evldence as puMlc power ut8itles successMly weatherad dramatic increases in 
nahKal gas prices. presenring their ffnandal merghs and credit rattngs. In fact, Illinois Municipal Energy 
Agency pmserved a strwyl alignment of mnw and expenses during this period and was upgraded to 
Mectthisandotherpos#hredevelopments. 

In the rate adj'jstment arena, public power hm also shown that slow and steady wins the race. Public 
W i  tend to implement palatable hcmmtal rate adjustments to presewe fhancial performance and 
Mbaity. Just m p m  h e w e d  Uwifiee h statee R e  lllhois and Maryland whem langtem rate 
freezes will soon expim and customers and legbtebws 8TB btthg over pmspects of steep rate Increases. 
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That is not to say that p u k  power ia immune from these pmbkms. LOB Angeles' D e m e n t  of Water 
and Powefprovidesa case in pakd There, ra$a vma m a b o u t  I O  yearsago. The utility& now finding 
the tit must jump^ manyhoops before It can lmplemonta pawercotstadjusimentmechanism and 
hes needed b retch a Ihfrd-pwQ consultant to demonstrate to cily council and community grwps that rate 
ad~stments are needed in response b higher costs. 

Arrcrtherimportentfactorsupporhgbtnwrg a e d l t q u a g t y ~  pubk power u t s i  is lheirnamrw 
&ate& focus and bnM bushem scope compared with invesbwwned utilities. By and large. pubfic 
powwutBfies have notdioresd fran a budness madd underwhrch management teams dedicate their 
effats b pmvidiig refiabb, masonably priced elsctric sarvb-no more, no less. This has meant that 
publrCpowerdii&ies havenot placed capital atrisk h tha pumuitofaiushm praffs as manyhvestorowned 
utllltles have dme. In fact, the pursuit of earnings growth has plaved to be ttte Achilles heel for the 
financial pdomame and credit quaity of many companies in the investDIormed sector in recent years. 

Much of what has been cited sofar In support of public powets sbngths can be saidforwater and sewer 
utiles. Yet, public power is different PuMlc pawer ratings are not soiely premised on rate setting, a 
mmfmatbe business model, and demographics. Our public pawer ratings also incorpwate operational 
*sues ihat eclipse those fa- wabr and sewer utilities. 

Public pawer utilities face signmcant risks. Indudlng: 

a Fudpricevolatilii, 
a Wholesdee(ecbidtycrwmrodityprice~tMLy, 

0 Transmkisionksues.and 
Fuel supply issues, hduding lrmsportatkn issues that ape plaguh many coaldependent utilities, 

The need for management to understand and depIoy complicated risk management tools. 

These are only a few ofthe q r b d  issuesfacing pubb power. Even so, the a d d i i  of these elements of 
risk to ow analysis has nevsrthelass ylelded a dmng collective aedlt prOme for the public power sector. 

As a result ofthe differences in the qualitathfe challenges fadng the two sedors. there are fewer pubk 
powr utiaties rated 'AA' wmpared with water and sewer utilities, but the approximately tive percentage 
point difbrenca IS man. 

tt is our view that public power has the potential to preserve Its strong credit quality as is evidenced by the 
stable outlooks assodeted with 92% dour p l b k  power ratings. Just the same, Ongoing rating stabllii is 
not something hat wil happen of b own d. Public pwver u t i i  wip contlnue to 
demonstrate me plesence of the technicel and political wherewithal to deal wnh signifmnt challenges that 
lie ahead. 

to acthreJy 

The prbrcipal challenges that wa see on the hariron are tied to: 

Reswrceneeds, 
Fuelsupply. - Environmental compliance including renewable portfolk standards and, as history has shown, 
Unforeseenchellenges. 

Resowce needs are of parttwlaf signikance to the power hdustry at this time. It has been many years 
since public power utilities have, as a group, embarked on dgnlficant baseloadqeneration additions. Now. 
numerous public p e r  uta'ies across the country am respMldhg to the need for additional baseload 
capacity to serve customers. 

Califomla's Sacramento Municipal Utility District recently added a 500 MW combined cycle gas turbine to 
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its fleet. SoUh Carolina's Sanlw Cooper is h the pmcess of adding two 580 Mw coal-fired baseload anits. 
Santee Cooper's boatd alsoapproved athird coal unit. Beycmd santee Cooper. the Southeast Is replete 
with evidence af cspadty addlfi6ns. Far example, the severs( W i e s  senring various Florida 
dties such as GehesvAle, JacksaMlie, Tahhassw, and others are an at various stages in their pursuit of 
basebad codcapadtyacfdi6ons. The Amerfcsn Heaaand is dm very much a part ofthis m u i t  as is 
evidenced by public paurer inuWme& in h i h e  stete Energy Campus, Cwncll Bluffs Energy Center, 
latan Unit 2, and Nekaska C i i  Una 2. 

As sizableprcrlecEs proceed, thepresenstim of credit qualkywil hbfp on a demonstratiOn that those 
pursuing these projects can wpt ia tdy  manage all ofthe associated risks, Including: 

rn conslruc?bnrisk; 
Uncertahty of fubrre energy marlrds, includii the ability to manage any surplus capacity that 

Fuel risk, indudii price rkk as well as suffidency of supply and transportation; and 
Coowner risk that may arise from parinering with compenles h the Independent power producer 
sector or emn with c~~wners d varying md% qwllty wntri the public power mmmunily as part 
of aJoint power0 aldhority. 

mlghtrasu i t f rom~addi tkns ;  
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SALT llMR PRofECr HIS $2.2 EILUON OF RATED DEBT WTSlANDINQ 
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SOUND COST RH;ovERy AuTHbRlM HAS PRWIDED FOR STRONG DEBT SERVlCE COVERAGE 
MAROM 



KEY FACTS 

Gms and M 18.1% 

Nudear: 14.5% 

~ r i n p u r d r a s c r s  11.6% 

Debt Rat&. 1969: 729% 

2WS 528% 
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UNITED STATES .SECURITLES AND EXCHANCE COMMlSSION 
w-D.c2051) 

Form 10-K 
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PINNACLE WIBT CAPITAL CORPORATION 
NOTES TO CONSOLIDATED FMANclAL STA-S 

Benefit costs 
& d i t  Obiigatiom For tbc Y#m Ended 
As of Decunber 3 1, December 31, 
2005 2004 2005 2004 

5.66% 5.84% 5.84% 6.10% 
5.68% 5.92% 5.92% 6.10% 
4.m 4.00% 4.009. 4.o(yo/. 

WA NIA 9.ooOk 9.00% 4- 
- .. 

8.ooo/r 8 . W .  8.00% 8.00% 

5.00% 5.owO 5.00% 5 . W E  

2010 2009 2009 2008 

L 

In selecting tbe pretax wrpened long-term rate of return on plan assets we consider past 
pcrfomance and economic farearsts for the types of investments held by the'plan. For the ycar 
2006, we are assuming a 9% Iowtum rate of return on plan assets, which we beIieve is nasonablt 
givm our asset allocation in mlatim to bistorid and expected performance. 

Assumed health c ~ l t  cost trend rates have a significant e f k t  on tbe amounts reported for 
thebealthcanplaru A 1Kcbange intheassumed initial and ultimate health care Costtrenfi rates 
would have the following e&cts (dollars in millions): 

1% increase 1% kcltasc 
Effect on other poltrctiranmt benefits expense, 

after consideration of amounts Capitatized or 

Effect on service and interest cost components of 
biiled to electric plant padcipants $7 S(6) 

net paiodii other postretirement bentfit 
costs $1 1 S(9) 

benefit obligation Sloo S(79) 
EfTect on the ammutated other pmtretiranent 

Plaa Assets 

Pinnack West's qualified pension plan asset allocation at December 3 I, 2005 and 2004 is 
as foIIows: 

99 
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PINNACLE WEST CAPITAL CORPORATION 
NOTESTO CONSOLIDATED FINANCIAL SI'ATEMX?ITS 

Pawdage of Plan Asef!s at 
k c a n k 3 1 ,  Ta~~ctAsPdAllocation 

Asset Category. 2005 2004 

Other 15 13 10% 
Total l W S  100% 

L EqIJilysccuTities 5% 6O.h 60%- 
Fixed income 26 27 30% 

The Board of Directors has established an investment poky for the peasion plsn ass- and 
has delegated oversight of the plan ass- to an Investment -meat Cornmitt#. The 
investment policy sets farth the objective of providing for libm pcndon beeefits by maximizing 
return amistat with ncceptablc levels of risk "he primary investment Jtrstegia am 
diversification of ~scts, stated asset allocation targets and ranges, prohibition of invesmrents in 
Pinnacle West securities, and cxtcrd management of plan assets. 

Pinnacle West's other posatimnent benefit plans' asset allocation at December 31,2005 
and 2004, is as follows: 

L 
Pemmage of Plan Assets at 

Dtccmbcr 31, ' TargetAssctAUocation 
Asset Category: 2005 2004 

Furtd income 26 23 2wo 
O t h C C  5 6 3% 
Total 100% 1 W O  

Equity S c c l n i I i e s  69% 71% T w o  

The Investment Management Committee, dtscribal abcive, has also been delegated 
oversight of the plan assets firr the other postrttircment bcn&t plans. The investment policy for 
Other postmvem * cat benefit plans' asseta is similar b that of !he pension plan assets described 
above. 

Contributions 

The contribution to our pension plan in 2006 is estimated to be approximately $50 million, 
Thc contribution to our &her poskctircmcnt bencfit plans in 2006 is estimated to be approximately 
$29 million. A S '  shan is approximately 96% of both p h .  

Estimnted Fmtun Btnefit Payments 

Benefit paymenti. which reflect estimated fubm &ployte SMiCc, for the next five years 
d the sltccetding five ycsn thcrcaftcr am estimated to be as follows (dollan in thousands): 
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. .  . 

Long-tmm 
m d  

Aua#tion Rotum 
Ili 3k 

U.S. Large cap stoclce 420% 9.50% 

Enmgirbg Maw stock8 0.0% 1258% 
private Fauity 0.0% 14.30% 
Total Equb 60.0% 

U.S. Small & Mid Cep Stocks 6.0% 10.00% 
LntamationalStOdrs 12.0% 9.70% 

US. F W  Income 24.0% 5.00% 
I Fuel 1 n m g  &Q& 4.00% 

Total F d  Income 30.0% 

Real Estate 10.0% 7.40% 
Total 100.0% 

l o f l  

&m 
1 .oo% 
1 .oo% 
1 .oo% 
1 .oo% 
1 .OO% 

1 .oo% 
1 .oo% 

1 .ow0 

AcWe 
Return 
11% 
11% 
11% 
14% 
.?.5% 

! 41% 

696 
4% - , a;. : 

. .  
. .  . &  ..... 

9% 
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Yew to 
date 

12.3% 3.6% 
ZQU 

APS P h  1.0% -2% 
* pea-3 03% -3.We -93% 223% I 1.6Yo NIA 

SBP 500 -9.1% -11.9% -22.1% 28.7% 1o.w. 1 . w o  

u w ) I u ! a &  zocn a!@ 
4.4% 23.3% 
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Pension Costs and Contributions 

2002 

2003 

2 m  

2005 

Total 

(1) Mr. Ditbnw refem to Was Wet Periodic Pension Cosr which is the aa*unting term representing total 
pensbn costs. both expensed and capitabed. All Monben are consolidated Pinnade West, unless otheiwise spedfied. 
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Accelerated Recovery of Underfunded Pension Liability 
($000) 

Five Year Accelerated Recovenr: 

Projected accumulated benefit obligation ( N O )  at December 31,2004 

Projected pension benefit obligation (PBO) at December 31,2004 

Value of pension assets at December 31,2004 

PNlN(') Consolidated underfunded pension balance 

Percentage attributable to APS without participants 

APS underfunded pension balance 

Proposed recovery period (years) 

Annual Accelerated Recovery Amount 

Ten Year Subsequent Cost Reduction: 

Resulting APS pension regulatory liability at December 31.201 1 

Proposed amortization period (years) 

Annual rate decreacse startlng in 2012 from 
amortization of pension regulatory liability 

Proforma 
Proforma Adjustment Adjustment 

Utilizing AB0 

APS Proposed 

Utilizing PBO 

s 1,138,500 

$ 1,371,600 

982,300 982,300 

389,300 156,200 

56% 56% 

218,475 87,659 

5 5 

$ 43,695 $ 17,532 

$ 218.475 s' 87,659 

10 10 

$ 21,848 $ 8,766 

'"PNW is Pinnacle West Capital Corporation 
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Pinnacle West Cap-Ral (PNW - usSu.08) 2-~qua1 d g h t  

L.bmtn Bmtha d#r and r n k  ta do burlnus WiUI n#npUri.l cowfed In Ib resmrth nports. As 8 msult, inve8ton should 
k aware that lh. llnn m y  hn a conflkt of inclnrt Umt could athe? tho obMiuity of thl. mpoh 

Cwbrma ofl*hrmn Broth#. h th. UrJbd Stltrr fu~ mcdw hdapond.nf thlrdpsrly mearch on th. cornpry or e ~ n p u l l r r  
~ w n d  h lhlr 8t M cod (D thrm, whwr! such nwrrch b 8dhbb. C~tomCm a n  (LCCIW thh kr~pndant  msmarrh at 
mm.lohmmlhm.com or CUI dI 1IOOZLEHMAN b request I wpy ofthh nrea~&. 

lnvrston shoulU eodder thk report u only 8 8lngb hctor In m U n g  W Investment docblon. 

PLEASE SEE ANALYST(S) CERTIFlCATION(S) ON PAGE 2 AND IMPORTANT DISCLOSURES BEGINNING 
ON PAGE 3 

1 

http://mm.lohmmlhm.com


w 
$374.1 
17.6% 
$4.4328 
50.0% 
105% 
$0 
$3.40 

1.212.526.0885 
1212.526.6273 
1.412260.8071 
1.617.330S885 
1.617.330.5895 
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ImpattantDledoPurar: 
Pbnrcb West Cipltll (PNW) us$u.oa (tl-Auq-2006) 2-Equal nrslght I Wegathe 

L . L  

L 

A A 
A A A  

A 
A A ! 

sam 

. 34.m 
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I. 

Q* 
A. 

Q- 

A. 

Q- 
A. 

REJOINDER TESTIMONY OF DONALD E. BRANDT 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

(Docket No. E-01 345A-05-0816) 
(Docket No. E-01345A-05-0826) 
(Docket No. E-01345A-05-0827) 

INTRODUCTION 

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION. 

My name is Donald E. Brandt. I am Executive Vice President and Chief 

Financial Officer for both Pinnacle West Capital Corporation (“Pinnacle West”) 

and Arizona Public Service Company (“APS” or “Company”). I have 

responsibility for the finance, treasury, accounting, tax, investor relations, 

financial planning, and power marketing and trading functions at Pinnacle West 

and AE’S. My business address is 400 North 5’h Street, Phoenix, Arizona, 85004. 

DID YOU PROVIDE DIRECT TESTIMONY IN THIS PROCEEDING 
THAT PROVIDES YOUR EDUCATIONAL AND PROFESSIONAL 
BACKGROUND? 

Yes. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

I will respond to: (i) the surrebuttal testimony of Staff witness Dittmer and 

RUCO witnesses Hill and Diaz Cortez regarding the Company’s assessment of 

the financial consequences of Staffs and RUCO’s recommendations and the 

Company’s modified asking; (ii) the surrebuttal testimony of Staff witness 

Dittmer and RUCO witnesses Hill and Diaz Cortez regarding the Company’s 

proposed construction work in progress (“CWIP”) in rate base, accelerated 

depreciation and attrition adjustments; (iii) the surrebuttal testimony of RUCO 

witness Hill regarding certain aspects of his proposed capita1 structure of 50% 

debt and 50% equity, and Return on Equity (“ROE”) of 9.25%; (iv) the 
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11. 

Q. 
A. 

surrebuttal testimony of RUCO witness and Diaz Cortez regarding RUCO’s pro 

forma adjustment for the removal of SEW’ costs, and (v) the surrebuttal 

testimony of Staff witness Dittmer regarding underfunded pension liability. 

SUMMARY 

PLEASE SUMMARIZE YOUR REJOINDER TESTIMONY. 

As a broadly experienced financial expert, with in excess of 20-years of specific 

expertise in the area of corporate credit ratings, I continue to believe that the 

major credit rating agencies will downgrade the Company’s debt ratings to non- 

investment grade “junk” levels should the Commission accept either Staffs or 

RUCO’s recommendations. Staff and RUCO have failed to demonstrate that 

their recommendations will provide A P S  any opportunity whatsoever to earn its 

allowed ROE or maintain investment grade credit metrics during the effective 

period of the rates established in this case. 

In the face of the serious challenges confronting the Company, I continue to 

support my proposals regarding CWIP in rate base, accelerated depreciation, and 

an attrition adjustment. Each of these would improve APS’ creditworthiness 

and the attrition adjustment would provide the Company a reasonable 

opportunity to earn its allowed ROE. Staff and RUCO have offered neither 

constructive criticism of these proposals nor suitable counterproposals. Rather, 

they have cavalierly rejected the notion that a problem might even exist. 

RUCO witness Hill ignores the clear implications of his proposed 50/50 capital 

structure and 9.25% ROE recommendation: the rating agencies will downgrade 

’ Supplemental Excess Benefit Retirement Plan. 

2 
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Q. 

A. 

Q. 

A. 

the Company to a non-investment grade level. Ncr amount of wishful thinking 

will alter the hard reality of financial analysis that yields numbers and 

percentages falling into the non-investment grade ranges. 

RUCO witness Diaz Cortez has failed to provide any evidence whatsoever to 

support her pro forma adjustment to remove all SERP costs from the test period. 

She bases her entire argument on inaccurate descriptions and 

mischaracterizations of SERP costs. An integral component of APS’ total 

compensation package for senior managers, the SEW constitutes a necessary, 

prudent business expenditure. As such, we strongly recommend its continued 

allowance in cost of service. 

Staff witness Dittmer offers a combination of speculation and several incorrect 

and baseless arguments to deny the Company’s request to accelerate the 

recovery of its underfknded pension liability. APS firmly believes that 

addressing the issue at this time serves the best interests of our customers, our 

employees, and our Company. 

ARE YOU SPONSORING ANY ATTACHMENTS TO YOUR 
TESTIMONY? 

Yes. My testimony includes the following Attachments: 

1. DEB-1RJ - Standard & Poor’s, Key Credit Factors: Assessing US.  
Yertically Integrated Utiliries ’Business Risk Drivers, September 14,2006 

DEB-2RJ - Credit Suisse Equity Research, A Case for Cash, Dan Eggers, 
September 18,2006 

2. 

DO YOU HAVE ANY GENERAL REACTION TO STAFF’S AND RUCO’S 
SURREBUTTAL TESTIMONY? 

A recurring theme repeats throughout the surrebuttal testimony of Staff and 

RUCO. For example, Staff witness Dittmer cites his concerns about 

3 
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“intergenerational inequity” @. 33) with respect to A P S  ’ proposed pension 

funding proposal. RUCO witness Diaz Cortez (1) expresses her concern about 

“biased rates” @p. 30 and 32) resulting from APS’ proposed adjustments for 

post-test year plant in service and attrition, (2) decries that “there is no 

symmetry” in the A P S  proposal to accelerate depreciation expense, and (3) 

states “Utility regulation has routinely excluded CWP from rate base” (p. 33, 

emphasis added) in response to APS’ proposal to include CWIP in rate base. 

RUCO witness Hill states, “. -.that is precisely why utilities have the right to 

seek re-balancing of those relationships in future rate cases and, over time, an 

appropriate balance can be restored” @. 5 )  in response to APS testimony that 

demonstrates under RUCO’s proposal APS has virtually no opportunity to earn 

even RUCO’s proposed 9.25% ROE. 

This testimony by Staff and RUCO witnesses ignores the fact that, as I 

explained, I structured my testimony in large part to respond appropriately and 

constructively to Chairman Hatch-Miller’s July 2 1, 2006 letter 

(Attachment DEB-1 1RB). In that letter, the Chairman specifically referred to 

APS’  enormous capital expenditure budget and the related financing costs that 

will ultimately be borne by APS’  customers, and requested that APS provide 

testimony on measures the Commission could adopt to improve APS 

creditworthiness so as to lessen cost to customers. 

Several potential avenues for improving APS’ financial situation became readily 

apparent. In particular, 1 suggested proposals to include CWIP in rate base and 

to adopt accelerated depreciation. Additionally, A P S ’  witnesses Avera, Wheeler 

and I proposed an attrition adjustment that would provide A P S  a reasonable 

opportunity to earn its allowed ROE, and thus to make progress toward the goal 

4 
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of preserving access to the equity capital markets and to maintain an investment 

grade credit rating. 

On the other hand, in spite of the Chairman’s call for forward thinking and 

innovative solutions to cure the structural impediments A P S  faces as it wrestles 

with providing high quality service to the second fastest growing service 

territory in the US and providing a reasonable return to its shareholders, Staff 

and RUCO witnesses have not responded on the merits to these proposed 

solutions, but rather have suggested that “if one ignores the problem long 

enough, it just might go away”. A P S  does not believe that this collective rehsal 

to assess fairly our wide array of potential solutions responds appropriately to 

the Chairman’s request. 

I believe both the Commission and A€’S understand that our current economic 

and demographic environment does not call for “business as usual”. As 

previously discussed at length, we have a rapidly growing service population 

and a dynamic and productive economy, both of which have large energy 

requirements. As a consequence, A P S  faces a massive, multi-billion dollar 

capital expenditure program to serve these needs stretching for more than a 

decade into the future. Effectively addressing the difficult tasks at hand will 

require creative thinking and innovative regulatory policies. 

Chairman Hatch-Miller, I believe, called for just such innovative and 

collaborative thinking to solve economically and efficiently the enormous 

challenges facing A P S  and our State in the coming years. Unfortunately, I 

believe, Staff and RUCO witnesses appear to have reflexively rejected any such 

forward-looking and constructive solutions to a problem that portends adverse 
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111. 

Q. 

A. 

Q.‘ 

A. 

Q- 

A. 

financid consequences for the Company, its customers, and the State of Arizona 

generally, if we continue to practice regulation as usual. 

FINANCIAL CONDITION 

DID ANY STAFF, RUCO OR OTHER INTERVENOR WITNESSES 
DISAGREE WITH YOUR ASSESSMENT OF THE FINANCIAL IMPACT 

GRADE “SUNK” LEVEL? 
SHOULD APS’ CREDIT RATINGS FALL TO A NON-INVESTMENT 

No. No witness has disputed the severe impact of a non-investment grade credit 

rating on either APS’ ability to access the capital markets for the required 

issuance of several billion dollars of debt to fund our customers’ massive 

infrastructure needs or the unavoidable massive increase in interest expense. 

IN THEIR SURREBUTTAL TESTIMONY, STAFF WITNESS DITTMER 
AND RUCO WITNESSES DIAZ CORTEZ AND HILL TAKE 
EXCEPTION TO YOUR CONCLUSIONS ABOUT THE RESULTING 
CREDIT QUALITY OF APS UNDER THEIR RESPECTIVE 
RECOMMENDATIONS. HOW DO YOU RESPOND? 

All three witnesses disagree with my assertion that should the Commission 

accept either Staffs or RUCO’s recommendations, the Company’s credit ratings 

will be downgraded to non-investment grade “junk” levels. However, they have 

provided no quantitative or qualitative support for their statements. Similarly, 

none of them have explained in detail what would happen to A P S ’  credit quality 

should the Commission adopt their recommendations. 

WHAT DOES STAFF WITNESS DITTMER SAY ABOUT THE IMPACT 
OF THE STAFF’S OVERALL RATE INCREASE RECOMMENDATION 
UPON APS’ FORECASTED RESULTS? 

Mr. Dittmer asserts that Staff would act inappropriately if it considered the 

impact of the rate increase on projected financial results. h4r. Dittmer ignores 

the fact that we must include financial projections as schedules in any rate 

application. A P S  provided 2007 projected results under present rates and APS’  

G 
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proposed rates in Schedules A-2 through A-5 arrd Schedules F-1 through F-4 in 

the direct filing. Schedules D- 1 and D-2 provide projected capital structure and 

cost of capital information. Staff’s preparation of a pro forma calculation of the 

resulting earnings and key credit metrics after Staff‘s proposed rate increase 

becomes effective would not have been a large undertaking. As we know, 

Arizona has traditionally predicated ratemaking on a historical test year; 

however, I suggest the required practice in this instance takes into consideration 

the resulting financial impact of a rate proposal. APS believes that the 

Commission requires the Company to file projected financial information with 

its direct filing for this very reason. 

Mr. Dittmer states that Staff has performed a detailed review of the adjusted 

test-year cost of service data. However, he expresses unease in utilizing any 

forecasted data for which he has not yet performed a detailed review for use in a 

reasonableness test. He asserts that parties can manipulate the various inputs to 

skew the forecasts in the direction they desire. He claims, furthermore, that 

mistakes can undermine the forecasts. In voicing these concerns, Mr. Dittmer 

confuses the purpose of a detailed review of cost of service information with a 

reasonableness test of projected financial results under different scenarios. 

Certainly, ratemaking requires a detailed review of test year data, but we must 

also prudently consider other knowledgeable and interested parties opinions as 

to the effect ratemaking decisions will have on the Company’s future 

performance. Company management, credit rating agencies, and the investment 

community all assess the financial health and prospects of APS utilizing 

forward-looking analysis. While a financial forecast may have imperfections, 
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Q. 

A. 

Q. 

A. 

we contend such rigorous exercises help greatly to shed light on how ratemaking 

decisions will affect A P S ’  future financial performance. 

RUCO WITNESS DIAZ CORTEZ ALSO ASSERTS THAT 
FORECASTED FINANCIAL mSULTS DO NOT HAVE A PLACE IN A 
UTEMAKING PROCEEDING HOW DO YOU RESPOND? 

Ms. Diaz Cortez asserts reliance on historical test year data when determining 

rate increases will allow the Company the opportunity to earn its allowed ROE. 

Under the best of circumstances, this concept would work only if all factors 

remained constant. In fact, however, our dynamic economy changes constantly. 

Thus, we must make proper use of forecasted financial results when making a 

decision of this magnitude. With the Company on the precipice of non- 

investment grade ratings, with their attendant extraordinary additional expense, 

we should consider what impact the ratemaking decision will have on the 

projected credit metrics. We contend with credit rating agencies that do not wait 

until after the publication of financial results to change ratings. The agencies 

rely on their best estimate of the Company’s projected financial metrics and their 

associated trend lines. 

ON PAGE 5 OF HER SURREBUTTAL TESTIMONY, MS. DIAZ 
CORTEZ ASSERTS THAT BECAUSE APS DOES NOT CARRY A 
“JUNK” RATING TODAY, THEY MUST REMAIN INVESTMENT 
GRADE WITH RUCO’S PROPOSED $232 MILLION INCREASE. IS 
THIS TRUE? 

Ms. Diaz Cortez has made a serious mistake. The magnitude of the rate increase 

and the resulting impact on cash flow and financial results have a direct bearing 

on the Company’s financial health. The credit rating agencies scrutinize these 

results most intensely. In my rebuttal testimony at page 8, I describe the 

extremely poor financial metrics which would result should the Commission 

adopt RUCO’s recommendations. The results clearly descend deep into non- 
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Q. 

A; 

investment grade territory. Merely because we have not received “junk” ratings 

to date should not give rise to the belief that RUCO’s inadequate proposed 

increase will ensure APS’ ability to avoid such a credit ratings disaster in the 

future. 

ON PAGE 3 OF HIS SURREBLTTTAL TESTIMONY, RUCO WITNESS 
HILL CLAIMS THAT HE DID IN FACT ASSESS THE ADEQUACY OF 
HIS COST OF CAPITAL RECOMMENDATIONS AND THAT HIS 
RECOMMENDATION “AFFORDS THE COMPANY AN 
OPPORTUNITY TO IMPROVE ITS FINANCIAL POSITION”. DO YOU 
AGREE? 

No, I do not. Mr. Hill used an overly simplistic method to assess the adequacy 

of the RUCO recommendation. As evidenced by his footnote in his Schedule 13 

of Exhibit-(SGH-1), he tests the adequacy of his recommendations by using a 

simple mathematical calculation employing his own recommendations to 

“back into” an assumed interest coverage ratio that he asserts will reflect a 30% 

improvement over historical levels. He apparently chose to ignore the Debt to 

Capital’ ratio and the highly important FFO/Debt ratio. Furthermore, he utilizes 

the method of calculating the interest coverage ratio prescribed by the U.S. 

Securities and Exchange Commission (“SEC”) for use in reports filed with the 

SEC. Unlike the SEC’s prescribed methodology, the methodology prescribed by 

the credit rating agencies requires adjustments to reflect imputed debt 

aftributable to “off balance sheet” items such as purchased power agreements 

and operating leases. Consequently, Mr. Hill’s analysis and conclusions exhibit 

serious deficiencies in this regard. 

As the graphs on page 10 and 11 of my rebuttal testimony demonstrate, under 

RUCO’s and Mr. Hill’s recommendation, APS’ interest coverage metric will 
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Q. 

A. 

decline ta the brink of a ‘?junk” credit rating, and the FFODebt and Debt to 

Capital metrics will plunge deeply into ‘‘junk” territory. 

ON PAGE 4 OF HIS SURREBUTTAL TESTIMONY, MR. HILL POINTS 
OUT 

... IT APPEARS FROM THE WORKPAPERS THAT 
MR. BRAN[D]T PROVIDED WITH HIS TESTIMONY, 
THAT A PRIMARY DIFFERENCE BETWEEN THE 
OPERATING EXPENSES ATTRIBUTED TO HIS 

AND THOSE CONTAINED IN HIS PROJECTIONS 
FOR APS IS THE ADDITION OF ROUGHLY $600 
MILLION IN DEBT TO THE CAPITAL STRUCTURE, 
WHICH INCREASES INTEREST EXPENSE BY 
ROUGHLY $45 MILLION ANNUALLY. THOSE 
FIGURES IMPLY AN ASSUMED DEBT COST RATE 

CURRENT EMBEDDED DEBT COST. 

“RUCO PROJECTION” (ATTACHMENT DEB3RB) 

OF 7.29%, CONSIDERABLY HIGHER THAN APS 

HOW DO YOU RESPOND? 

Mr. Hill’s reference to “the addition of roughly $600 million of debt” requires a 

response. As compared to the Company’s proposal, RUCO’s recommendation 

results in annual revenues that are $420 million less over the forecast period. 

A P S  would have to fund this cash shortfall through the issuance of additional 

debt. The additional debt and the far worse financial performance caused by the 

adoption of the RUCO proposal would cause APS’ credit ratings to fall to 

‘tjunk”. Once this occurs, the next domino falls: the Company would effectively 

lose economic access to the equity markets which, in turn, would worsen our 

debt-to-equity ratio, sending the Company’s fixed income and equity valuations 

spiraling downward. In APS’ integrated fiscal structure, the impairment of one 

element - say, fixed income credit ratings - inevitably has negative 

ramifications for every other element in the structure, whether equity, lines of 

credit, or collateral requirements. 
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Q. 

A. 

I must also address Mi. Hill’s claim that the 7.29% debt rate in our submission 

is “considerably higher than A P S  current embedded debt cost”. Currently, A P S  

has an embedded cost of debt of 5.41%. This 5.41% includes $656 million of 

tax-exempt pollution control bonds that carry an average interest rate of 3.6%. 

Obviously, new, taxable debt issued under more adverse conditions will cany an 

interest rate that exceeds an average embedded rate that is heavily influenced by 

low cost, tax-exempt debt. 

IN THE SAME PARAGRAPH ON PAGE 4 OF HIS SURREBUTTAL 
TESTIMONY, MR. HILL CONTINUES WITH: 

THE ADDITION OF MORE THAN HALF A BILLION 
DOLLARS OF DEBT TO THE “RUCO PROJECTION” 
CAUSES THE COMMON EQUITY RATIO TO 

REPRESENT RUCO’S RECOMMENDED CAPITAL 
STRUCTURE IN THIS PROCEEDING, AND THE USE 

STRUCTURE [AND] HIGHER DEBT COST BY MR. 
BRANDT IN PROJECTING THE RESULTS OF 
RUCO’S CASE WOULD TEND TO EXAGGERATE 
ANY DEBT-RELATED BOND RATINGS 
BENCHMARKS SUCH AS THE FFO/DEBT RATIO. 

DECLINE TO 43.8%. OF COURSE, THAT DOES NOT 

OF THAT MORE DEBT-HEAVY CAPITAL 

HOW DO YOU RESPOND? 

Mr. Hill effectively proves my position with this statement. Mr. Hill projects a 

50/50 debuequity capital structure for A P S ,  but circumstances must allow for 

this to occur. To keep any capital structure unchanged, cash inflow must match 

cash outflow. As previously reviewed, reducing cash inflows by $420 million 

will increase debt levels and reduce the common equity percentage in the capital 

structure. Rather than “exaggerate any debt-related bond ratings benchmarks”, 

implementation of his recommendation would lead directly to non-investment 

grade “junk” ratings. 
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Q. 

A. 

Q- 

A. 

ON PAGE 4 OF HIS SURREBUTTAL TESTIMONY, MR. HILL POINTS 
OUT AN APPARENT DISCREPANCY IN THAT YOUR DIRECT 
TESTIMONY PROJECTS, ASSUMING APS’ RATE PROPOSAL IS 

YOUR REBUTTAL TESTIMONY FORECASTS AN FFOLDEBT RATIO 
ADOPTED, APS’ 2007 FFOLDEBT RATIO TO BE 22%’ WHEREAS 

OF 19.2%. WHY H A . .  THE RATIOS CHANGED? 

I included forecasts pertaining to the 2007 FFO/Debt ratios of 21.9% in my 

direct testimony and 19.2% in my rebuttal. Timing accounts for this difference. 

We based the 21.9% on the assumption that the rate increase would take effect 

on January 1 ,  2007. The 19.2% assumes A P S ’  proposed rate increase becomes 

effective May 1, 2007 - five months later, and resulting in $132 million less 

revenue. 

On page 4 of his surrebuttal testimony, Mr. Hill states that “These data indicate 

that Mr. Brandt’s projection matrix is different now thaln] it was when he fiIed 

his Direct Testimony.” I can only guess what Mr. Hill’s term “matrix” means, 

but I can state that our projection process, rigor, and methodology have not 

changed. Rather, we regularly update forecasts for likely changes, such as the 

five-month shift in the likely effective date of new rates. 

ON PAGE 5 OF HIS SURREBUTTAL TESTIMONY, MR. HILL STATES 
THAT APS’ FFOLDEBT RATIO HAS BEEN IN STANDARD & POOR’S 
(,,S&P”) “BB” RANGE SINCE 2004 AND HE THEN CONCLUDE§ 
UPON THIS STATEMENT THAT THE FFOLDEBT RATIO IS NOT, 
ALONE, DETERMINATIVE OF BOND RATINGS, AS THE COMPANY 
IMPLIES. HOW DO YOU RESPOND? 

Mr. Hill’s statement and conclusion do not reflect an accurate view of S&P’s 

position. 

A P S  began 2004 with an existing S&P business profile of “5”. Such a business 

profile established an acceptable FFO/Debt range of I5%-22% for a “BBB” 

investment grade rating. In late December 2005, S&P lowered APS’  business 
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Q. 

A. 

profile to a “6“, reflecting a higher perceived level of business risk. The riskier 

business profile of “6” requires a more stringent and higher FFODebt range of 

18%-28% to maintain a “BBB” investment grade rating. Thus, contrary to Mi-. 

Hill’s statement, A P S ‘  FFODebt ratio did not fall into S&P’s “BB” non- 

investment grade range in 2004 or any other date prior to late December 2005. 

IS THE FFO/DEBT RATIO THE SOLE DETERMINANT OF BOND 
RATINGS? 

No. I have consistently stressed the importance of credit metrics in the analysis 

of a company’s financial health. Of those metrics, the FFODebt is the most 

important because it captures aspects of both interest coverage (FFO Interest 

Coverage ratio) and the degree of leverage (Debt to Capital ratio). The 

combination of business risk and financial metrics ultimately determines the 

credit quality of any company. In particular, allow me to call your attention to 

the list of business risks Mi. Hill enumerates on page 5 of his rebuttal testimony. 

Significantly, he fails to include regulatory risk. In a recent article dated 

September 14, 2006 and entitled Key Credit Factors: Assessing U S ,  Vertically 

Integrated Utilities ’Business Risk Drivers (Attachment DEB-lRJ), S&P stated 

that regulatory risk is a key driver in assessing credit quality: 

. . .the quality of regulation and management loom 
considerably larger than markets, operations, and 
competitiveness in shaping overall financial 
performance. Policies and practices among state and 
federal regulatory bodies will be key credit 
determinants. 

In the same article, S&P goes on to state how they assess the quality of 

regulation: 
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IV 

Q- 

A. 

... our evaluation of regulation focuses on the 
willingness and ability of regulation to provide cash 
flow and 'earnings quality adequate to meet 
investment needs, earnings stability through timely 
recognition of volatile cost components such as fuel 
and satisfactory returns of invested capital and 
equity. 

Rating agencies weigh many factors in determining the financial health of a 

Company - particularly in the case of a utility, its regulatory environment - 

prior to assigning a credit rating. 

CONSlXUCTION WORK IN PROGRESS IN RATE BASE, ACCELERATED 
DEPRECIATION AND ATTRITION ADJUSTMENTS 

STAFF WITNESS DITTMER AND RUCO WITNESS HILL ASSERT 
THAT IT IS INAPPROPFUATE FOR THE COMPANY TO BE 
PROP0 SING ADJUSTMENTS TO IMPROVE APS' 
CREDITWORTHINESS AT THIS STAGE IN THE REGULATORY 
PROCEEDING HOW DO YOU RESPOND? 

Contrary to their assertions, I believe it would have been inappropriate for A P S  

not to provide proposed solutions of this sort. I prepared Section IV of my 

rebuttal testimony in response to a specific request by Chairman Hatch-Miller in 

a July 21,2006 letter to APS' Counsel Mr. Mumaw (Attachment DEB-11RB). 

Obviously, the letter came months after we had filed direct testimony. As the 

letter makes clear, a July 19, 2006 S&P publication (Attachment DEB-12RB) 

partially triggered the letter. While all the parties to this case, including A P S ,  

would have preferred more time to prepare their responses, at the risk of 

presumption, I assume that the Chairman and all the other Commissioners 

appreciate the benefit of acting proactively and timely, rather than after the 

opportunity has passed and irreversible negative financial consequences accrue 

to both APS and its customers. Moreover, this certainly is not the first time that 
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Q- 

A. 

A P S  or Staff has provided testimony in the course of a rate case in direct 

response to a request from a Commissioner that it do so. 

ON PAGE 32 OF HER SURREBUTTAL TESTIMONY, RUCO WITNESS 
DIAZ CORTEZ CLAIMS THAT APS’ PROPOSAL WOULD “BOOST 
EARNINGS” THROUGH ACCELERATED DEPRECIATION AND 
ALLOW APS AUTOMATICALLY TO INCREASE ANNUALLY ITS 
RATES. DO YOU AGREE WITH HER INFERENCES? 

No. She has mischaracterized both our reasoning for and the intended effect of 

accelerated depreciation. 

First, Ms. Diaz Cortez’s characterization of APS’ accelerated depreciation 

proposal as a means to “boost earnings” misconstrues our objective. APS 

designed its two proposals (allowance of accelerated depreciation and CWIP in 

rate base) as a considered response to Chairman Hatch-Miller’s July 21St letter 

(Attachment DEB-1 1RB). The effect of both proposals would improve APS’  

creditworthiness as a result of increasing cash flow. Increasing cash flow does 

not necessarily lead to or flow from improved earnings. Staff witness Dittmer 

clearly recognizes this dichotomy in his surrebuttal testimony: 

. . .it should be clearly understood that some Company proposals 
would offset earnings attrition, while other proposals would do 
very little to alleviate earnings attrition, but would nonetheless, 
enhance cash flow to the Company that would, in turn, improve 
cash flow metrics that would assist in maintaining the Company’s 
credit ratings. (Dittmer surrebuttal, p. 10, emphasis added) 

Because there would be an increase in the recording of 
depreciation expense that would be equivalent to the increase in 
revenues being collected, the Company would not experience 
any reduction in earnings attrition. However, depreciation is a 
“non-cash” expense. Accordingly, the recovery of depreciation 
expense on an accelerated basis would improve the Company’s 
cash flow metrics. (Dittmer surrebuttal p. 16, emphasis added) 
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Q- 

A. 

Q. 

Likewise, we have not requested an “automatic depreciation expense adjustor” 

contrary to Ms. Diaz Cortez’s assertion on page 32. APS has asked to include 

an additional $50 million of depreciation expense in cost of service for 

determining rates in this case. If the Commission grants this proposal, and 

putting aside other future rate changes, APS would annually record an additional 

$50 million of depreciation expense. As Staff witness Dittmer correctly notes, 

the additional depreciation expense would offset any additional revenues 

allowed in this case. Consequently, APS’ earnings would remain the same 

but, importantly, cash flow and credit metrics would improve. This should 

contribute to the stabilization of and potential improvement of MS’ credit 

ratings. Ultimately, this would save our customers money. 

CWIP IN RATE BASE IS A CONCEPT THAT KAS BEEN USED IN 
VARIOUS REGULATORY JURTSDICTIONS, INCLUDING AIRIZONA, 
IN THE PAST. DO YOU DISAGREE WITH RUCO WITNESS DIAZ 
CORTEZ’ CONCERNS OVER THIS APS PROPOSAL? 

Yes. Ms. Diaz Cortez states that utility commissions have made an exception to 

standard ratemaking treatment and included CWIP in rate base “but only as a 

result of extraordinary circumstances”. (Diaz Cortez rebuttal, p. 3 4). 

Unfortunately, AF’S finds itself in exactly such extraordinary circumstances 

today. We stand on the brink of non-investment grade credit ratings. If the 

Company descends into “junk” status, many years might pass before the credit 

ratings could regain investment grade status, and the avoidable financial 

consequences would stagger our customers, the economy, and APS. Thus, we 

believe circumstances warrant the inclusion of CWIP in rate base at this time. 

WHY DO YOU BELIEVE THE PROPOSED CONCEPT OF AN 
ATTRITION ALLOWANCE HAS BEEN MET WITH SUCH EXTREME 
RESISTANCE BY THE STAFF AND RUCO WITNESSES? 
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A. 

Q- 
A. 

We understad that, traditionally, ratemaking in Arizona has not included an 

attrition allowance. However, A P S  does not find itself in a typical situation. 

Concerns raised by Staff and RUCO include the potential use of forecasted data 

in determining the allowance, ignoring the historical test year paradigm, and the 

impact of providing the Company a certain level of profitability on cost- 

effective operations. These objections ignore the call for innovative thinking in 

the face of the demands of a growing service territory. We have identified 

several nieans to restore, and possibly improve our credit standing. We urge the 

Commission to examine them closely. 

Regulatory lag gives rise to many of these issues. We must fashion a solution to 

reduce significantly regulatory lag so that AF’S has a reasonable chance to earn 

its allowed ROE. Should this occur, the rating agencies and those investors who 

purchase our debt and equity wiIl do so with renewed confidence - and lower 

costs. 

HAS S&PADDRESSED THE ISSUE OF REGULATORY LAG? 

Yes. S&P recognizes the importance of utility commissions addressing the issue 

of regulatory lag, especially in circumstances like those of A P S .  In a recent 

publication titled Key Credit Factors: Assessing U 5’. Vertically Integrated 

Utilities ’ Business Risk Drivers, September 14, 2006 (Attachment DEB-1RJ) 

S&P states: 

Standard & Poor’s assessment of the regulatory 
environments in which a utility operates is guided by certain 
principles, most prominently consistency and predictability 
as well as efficiency and timeliness. For a regulatory scheme 
to be considered supportive of credit quality, commissions 
must limit uncertainty in the recovery of a utility’s 
investment. They must also eliminate or at least greatly 
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Q. 

A. 

dl 

Q- 

A. 

reduce the issue of rate-case lag, especially when a utility 
engages in a sizable capital expenditure program and incurs 
substantial deferrals of fuel costs. . . . 

HAS THE INVESTMENT COMMUNITY REACTED TO APS’ 
PROPOSED ALTERNATIVE RATE ADJUSTMENTS INCLUDED IN ITS 
REBUTTAL TESTIMONY? 

Yes. On September 18, 2006, Mr. Dan Eggers of Credit Suisse Equity Research 

(a highly respected Wall Street utility equity analyst) published a research report, 

A Case for Cash (Attachment DEB-2RJ), that addressed APS’ rebuttal 

testimony, including the proposed alternative rate adjustment mechanisms. The 

report states : 

We believe that A P S  did an effective job highlighting 
potential credit impact that would come if unable to recover 
prudently incurred cash expenditures. 

. ..the ACC understands the importance of APS’s financial 
health and the negative ramifications for customers if such 
health is not maintained. 

... PNW also introduced for ACC consideration two rate 
making changes that would further support the utility‘s 
financial health and ideally allow A P S  to earn its allowed 
ROE - attrition cost adjustments.. .and CWIP.. .We believe 
both adjustments are warranted and would be beneficial to 
APS’s  financial health. -. 

... Adoption of these changes would mark a constructive 
evoiution of Arizona reguiatory policy, demonstrating a 
willingness to provide support for APS’s  efforts in meeting 
A Z ’ s  robust population growth. 

WHY IS IT IMPORTANT FOR THE COMMISSION TO CONSIDER 
ALTERNATIVE RATE ADJUSTMENTS AT THIS TIME? 

A P S  stands on the brink of non-investment grade ratings. APS must maintain its 

investment grade credit ratings to ensure access to the capital markets at 
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V. 

Q. 

A. 

Q. 

A. 

reasonable ccsts. These ratings would serve the best interests of N S ’  customers 

and the future economic growth of Arizona. As a matter of course, the 

Commission must consider the financial health of A P S  in setting rates. We 

suggest it should also consider alternative rate adjustment mechanisms to ensure 

the ability of A P S  to meet its service and financial obligations. 

CAPITAL STRUCTURE 

DO YOU AGREE WITH MR. HILL’S RECOMMENDATION 
REGARDING APS’ CAPITAL STRUCTURE? 

No. M i  Hill recommends a 50% common equity ratio. Contrary to Mr. Hill’s 

statement that this capital structure “provides financial safety for the Company 

during its construction cycle”, the low equity ratio will instead result in a 

financially weaker A P S  at just the time it requires cost-effective access to the 

capital markets to fund that construction cycle. The adoption and 

implementation of RUCO’s proposed 50%-equity/50%-debt capital structure 

and its other recommendations would reduce the Company’s credit metrics to 

non-investment grade. This would result in financial catastrophe and soaring 

costs to both A P S  and its customers. 

DO YOU AGREE WITH M R  HILL’§ RATIONALE FOR THE 50% 
COMMON EQUITY RATIO? 

No. Mr. Hill recommends a 50% equity ratio because it exceeds the previously 

approved 45% level. However, we must evaluate APS’  capital structure in this 

particular case at this critical point in time and not primarily on prior decisions 

in this or other jurisdictions. A P S  must’ maintain a strong financial profile to 

ensure access to the capital markets as the Company finances the capital 

expenditures required to meet the growing energy needs of its customers. A 

54.5% common equity ratio will provide that strong financial profile. 
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VI. 

Q. 

A. 

VII. 

Q- 

A. 

RETURN ON COMMON EOUITY 

DO YOU AGREE WITH MR. HILL’S CONTINUED USE OF THE 
COMPANY’S PROJECTED PENSION FUND RETURNS AS EVIDENCE 
THAT HIS RECOMMENDED 9.25% ROE IS REASONABLE? 

No. The projected equity returns he refers to apply to returns on pension assets 

but not to APS’ ROE. Projected equity returns reflect an estimate of an entire 

asset class and include the impact of the diversification of many stocks. An 

individual stock can have significantly higher or lower return expectations than 

other stocks in the same asset class. Realistically, we cannot deem APS a typical 

utility stock that possesses the usual lower risk profile. In order to induce 

investors to purchase our securities, we have to offer them a higher return to 

offset the many risks that A P S  faces (native load growth, fuel prices, wholesale 

energy markets, and credit downgrades). Therefore, I agree with Dr. Avera’s 

conclusion that APS needs a minimum 1 1.5% ROE. 

RUCO’S PROPOSED SEW PRO FORMA 

HOW DO YOU RESPOND TO RUCO WITNESS DMZ CORTEZ’S 
SURREBUTTAL TESTIMONY (P. 8) REGARDING RUCO’S PROPOSAL 
TO DISALLOW THE COST OF APS’ SUPPLEMENTAL EXCESS 
BENEFIT RETLREMENT PLAN (“SERF”)? 

Ms. Diaz Cortez continues to offer a number of inapposite arguments, none of 

which accurately describe or characterize SEW costs and their critical 

importance to APS’ ability to attract and retain well-qualified employees. 

First, Ms. Diaz Cortez persists in describing APS’ SEW program as a “perk”, 

gratuitously likening it to “the same arguments utilities made back in the 1980’s 

for rate recovery of employee benefits and perks.” She concludes this critique 

by writing that these “arguments may have had some degree of merit at the time, 

they do not now. We live in a dynamic environment.” Of course, we agree we 
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operate in a dynamic environment and, seen in that light, one cannot dismiss 

cavalierly APS’ SEW program as a frivolous “perk”. In point of fact, the SEW 

program is an integral component of APS’  total compensation package for 

senior management employees, much in the same manner as other companies 

with whom we compete for well-qualified candidates. 

Second, she states, “Times have chafnlged, costs have risen, and industry has 

changed the way it conducts business in response to current dynamics”. While 

this statement reflects a generally accurate view of a broad business reality, it 

bears little relevance to SEW programs. Indeed, the relevant reality reveals that 

seventy percent (70%) of the 500 companies in the S&P 500 Index, and virtually 

all electric utilities offer a defined benefit pension plan to their employees and 

essentially all of those companies offer a SERP program. 

Third, she argues by attenuated analogy for her position by stating, “Companies 

no longer provide 100% free health care to employees, but rather require 

employees to fund a portion of those costs.” I can find no relevance whatsoever 

in this claim to APS’  SEW program. 

Fourth, she states, “many companies have done away with defined pension plans 

for new hires”. Ms. Diaz Cortez does not offer any specific examples to support 

her contention. She fails to mention that companies, including IBM, typically 

have offered enhanced 401-K savings plans to their new hires in lieu of a 

defined benefit pension plan. Most significantly, “new hires’’ has no relevance 

to A P S ’  SEW program, in particular. Participants in the SERP program have 

an average of more than 20 years of service with A P S .  A P S  has long 
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Q. 

A. 

maintained its accounting and regulatory treatment of its SEW with the 

approval of this Commission. 

Finafly, she notes, “. . .non-regulated companies have had to modi@ the manner 

in which they do business in order to remain competitive. It should be no 

different for a regulated company”. We agree. In common with companies 

throughout the country, SEW programs comprise an integral component of total 

compensation for senior managers. In response to the demands of the 

nationwide marketplace and the intense economic competition for scarce 

resources - highly qualified employees - A P S  has acted no differently. 

ON PAGE 8 OF HER SURREBUTTAL TESTIMONY, MS. DIAZ 
CORTEZ STATES THAT THE COMMISSION VALIDATED HER S E W  
ARGUMENTS IN THE RECENT SOUTHWEST GAS RATE CASE 
(DECISION NO. 68487). HOW DO YOU RESPOND? 

AI’S does not believe the particular facts and the resulting Commission 

determination in the Southwest Gas case apply in the instant case. Neither 

RUCO nor any other witness has offered evidence that would support a finding 

to disallow SEW costs with regards to A P S .  Our employee compensation levels 

remain modest in comparison with our industry peer group and with 

corporations in more broadly defined market segments. 

VIII. PRO FORMA ADJUSTMENTS REGARDING UNDERFUNDED PENSION 
LUBILITY 

Q- ON PAGE 27 AND 28 OF HIS SURREBUTTAL TESTIMONY, STAFF 
WITNESS DITTMER STATES THAT “THE SINGLE STRONGEST 
ARGUMENT FOR REJECTION” OF APS’ PROPOSAL TO 
ACCELERATE THE RECOVERY OF ITS UNDERFUNDED PENSION 
LIABILITY “IS THAT SUCH UNDERFUNDED LIABILITY IS 

PENSION EXPENSE UPON WHICH RATES ARE BEING SET IN THE 
PROCEEDING”. FURTHER, MR. DITTMER STATES, “MR. 
BRANDT’S TOTAL DISREGARD FOR THIS ARGUMENT DOES NOT 

ALREADY BEING CONSIDERED WITHIN THE FAS 87-DETERMINED 
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A. 

CAUSE IT TO LOSE ITS VALIDITY.” TIOW DO YOU RESPOND TO 
HIS STATEMENTS? 

Mr. Dittmer advocates maintenance of the status quo, whereas A P S  actively 

seeks a real solution to the problem at hand. As stated in my rebuttal testimony, 

we firmly believe that we and the Commission should address pension funding 

at this time. Companies in all industries across the nation face this important 

issue. Without additional funding, the Company’s pension plan will likely 

remain in a seriously underfunded position for the foreseeable future. 

MI-. Dittmer argues that the underfunded liability falls within FAS 872 

determined pension expense and points out a 20-year history of similar pension 

expense treatment in A P S  rate cases. Thus, he essentially argues that, if we 

defer consideration of this problem long enough, it might just go away. Such 

hopes rarely come to fruition. 

The “net amortization of actuarial losses” component of annual pension expense 

referred to by Mr. Dittmer amounted to only $6 million. APS’ proposed 

$44million annual adjustment was based on a five-year amortization of the 

$2 18 million underfunded pension liability that existed on December 3 1, 2004. 

During the one-year period between December 31, 2004 and December 31, 

2005, the unfunded pension liability grew from $21 8 million to $249 million, an 

increase of $31 million or 14.2%. Thus, if we rely solely on the $6 million 

annual amount to solve the problem, it would take at least 42 years. 

Significantly, the underknded liability grew by $3 1 million in the course of one 

year, and that exceeds greatly the $6 million Mr. Dittmer terms as “at least a 

’ Statement of Financial Accounting Standards No. 87, Employers ’ Accounting for Pensions. 
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Q. 

A. 

Q. 

A. 

partial double recovery of such underfunded liability’‘ (Dittmer surrebuttal, p. 

28). 

ON PAGE 29 OF HIS SURREBUTTAL TESTIMONY, MR. DITTMER 
ASSERTS THAT THE COMPANY HA§ NEVER EXPLAINED THE 

MONIES THAT IT PROPOSES TO COLLECT ON AN ACCELERATED 
BASIS. HOW DO YOU RESPOND? 

MECHANICS OF HOW APS w m  REFUND TO CUSTOMERS THE 

Mi. Dittmer has inaccurately assessed the situation. APS witness 

Rockenberger’s direct testimony (pp. 24-25) explains the A P S  proposal: 

This adjustment is intended to accelerate the recovery of our 
underfunded pension liability over a five-year period 
beginning in 2007. This would be accomplished by 
increasing pension expense and establishing a regulatory 
liability. Amounts collected under this adjustment would be 
contributed to the pension plan. Since the recovery is 
accelerated, the Company is proposing a ten-year 
amortization of this regulatory liability, beginning in 20 12. 
This would have the impact of reducing future pension 
expense during the amortization period. 

Clearly, A P S  would establish a regulatory liability on APS’  balance sheet as a 

result of the accelerated amounts collected during the first five-year period. 

Then, the regulatory liability balance would be amortized to reduce cost of 

service expense over the subsequent ten-year amortization period. 

ON PAGE 30 OF HIS SURREBUTTAL TESTIMONY, MR. DITTMER 
EXPRESSES CONCERN ABOUT ‘‘WHEN WILL THE MONEY TO 
REFUND FUTURE RATEPAYERS ACTUALLY COME FROM.” AND 
ON PAGE 33 OF HIS SU3RREBUTTAL TESTIMONY, MR. DITTMER 
STATES, “IT IS REASONABLE TO EXPECT THAT APS’ CASH FLOW 
POSITION WILL BE WORSENED AS IT ATTEMPTS TO ‘REFUND’ 
THE ACCELERATED COLLECTIONS TO CUSTOMERS ...” HOW DO 
YOU RESPOND? 

Mr. Dittmer has incorrectly evaluated the situation. APS’ cash flow position will 

not worsen: rather, it will improve. The additional cash contributions to the 

pension plan over the first five-year period are designed to eliminate the pension 
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underfunded position. That action, in and of itself, should substantially reduce 

the need for future pension fund contributions. Further, with the additional 

monies in the pension fmd, pension fund investment earnings will be higher 

than otherwise. 

MR. DITTMER DEVOTES ALL OF PAGE 31 OF HIS SURREBUTTAL 
TESTIMONY TO THE QUESTION, “CAN THE COMPANY JUST TAKE 
THE REFUND MONEY OUT OF THE PENSION TRUST?” CAN YOU 
CLARIFY THIS ISSUE? 

Quite simply, APS cannot legally take money out of the pension trust. 

Furthermore, none of the A P S  testimony on this subject, or A P S  responses to 

data requests ever said or suggested A P S  planned to take money out of the trust. 

ON PAGE 32 OF HIS SURREBUTTAL TESTIMONY, MR. DITTMER 
STATES, “THE COMPANY’S PROPOSAL TO RECOVER THE 
UNDERFUNDED PENSION LIABILITY ON AN ACCELERATED BASIS 
WILL DO NOTHING TO ENHANCE CASH FLOW, IMPROVE ITS FFO 
RATIO, OR ASSIST IT ZN MAINTAINING ITS BOND RATING” DO 
YOU AGREE? 

No, I do not agree with any of Mr. Dittmer’s points on the subject. 

Accelerated contributions to the pension plan would substantially reduce the 

need for future pension fund contributions. This result alone would substantially 

improve the FFODebt ratio and assist A P S  in maintaining its bond ratings. 

Furthermore, both the Financial Accounting Standards Board and the credit 

rating agencies have taken a keen interest in the funded status of pension funds. 

As I stated on page 62 of my rebuttal testimony: 

. . .the Financial Accounting Standards Board is expected to 
issue new rules later this year that will require companies to 
record on their balance sheets the hnded status of their 
pension plans using the PBO [Projected Benefit Obligation] 
measure. Importantly, the rating agencies use the PBO when 
calculating credit metrics. 
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Q. 

A. 

In late September 2006, the Financial Accounting Standards Board issued, 

Statement of Financial Accounting Standards No. 158, Employers ’ Accounting 

for Defined Benefit Pension and Other Postretirement Plans (“FAS 158”). FAS 

158 prescribes: 

A business entity that sponsors one or more single-employer 
defined benefit plans shall recognize the funded status of a 
benefit plan - measured as the difference between fair value of 
plan assets and the benefit obligation - in its statement of 
financial position [balance sheet]. For a pension plan, the 
benefit obligation shall be the projected benefit obligation. 
(emphasis added) 

FAS 158 requires that APS adopt this new accounting standard in 2006. 

Accordingly, APS’ year-end 2006 balance sheet will reflect a liability for the 

unfunded PBO-based pension liability balance. 

Establishing this mechanism would eliminate the underfunded status of A P S ’  

pension plan. Both Moody’s3 and S&P would regard this as a positive 

development. 

MR DITTMER DEVOTES PAGES 33 THROUGH 37 OF HIS 
SURRlEBUTTAL TESTIMONY TO HIS “INTERGENERATIONAL 
EQUITY” CONCERN. HOW DO YOU RESPOND? 

In the Q&A on page 33, Mr. Dittmer incorrectly states that I “rationalize[d]” 

based on my understanding of the Projected Benefit Obligation (“PBO”) 

measure of pension liability. The facts support my understanding, not Mr. 

Dittrner’s. 

’ Moody’s Investors Service. 
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On page 34 of his surrebuttai testimony, Mr. Dittmer responds to the question 

“Who is correct?” on the matter of whether or not the PBO includes or excludes 

fkture years of service. He explains that “this is a highly technical area” and 

“definitions within FAS 87 are difficult even for accountants to understand. 

Paradoxically, Mr. Dittmer then claims that he “was - and continues to be - 

technically correct” on his direct testimony when he stated the PBO “considers 

past pay and years of service as well as future pay increases and years of 

sewice”. In fact, the PBO does NOT consider f?uture years of service, and we 

do not believe Mr. Dittmer’s statement to be correct, technically or otherwise. I 

have quoted below the text of FAS 87 concerning the definition of the PBO 

which Mr. Dittmer characterized as “highly technical” and “difficult even for 

accountants to understand”: 

Projected Benefit Obligation 
The actuarial present value as of a date of all benefits 
attributed by the pension formula to employee service 
rendered prior to that date. The projected benefit 
obligation is measured using assumptions as to hture 
compensation levels if the pension benefit formula is based 
on those kture compensation levels bay-related, final-pay, 
final-average-pay, or career-average-pay plans). (emphasis 
added) 

The accountants with whom I associate would understand this definition and 

correctly conclude that “employee service rendered prior to that date” means the 

PBO does not consider fUture years of service. 

ON PAGE 36 AND 37 OF HIS SURREBUTTAL TESTIMONY, MR. 
DITTMER STATES: 

AS NOTED ON TABLE D RVCLUDED WITHIN MY 
DIRECT TESTIMONY, THE COMPANY’S 
CALCULATED FUNDING POSITION AT ANY POINT 
IN TIME TENDS TO FLUCTUATE FAIRLY 
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SIGNIFICANTLY. IT IS NOT UNUSUAL FOR THE 
PENSION TRUST TO BE FAIRLY SIGNIFICANTLY 
OVER OR UNDERFUNDED AT A PARTICULAR 
POINT IN TIME. 

DO YOU AGREE WITH HIS CONCLUSIONS REGARDlNG 
SIGNIFICANT FLUCTUATIONS IN THE PENSION PLAN FUNDED 
STATUS? 

No, I do not agree with his conclusions. 

Mr. Dittmer’s Table D to his direct testimony sets forth the following 

percentages relative to the PBO funded status of the Company’s pension plan: 

Year - 200 1 2002 2003 2004 2005 

‘Xo 104.94% 86.42% 6 8.0 8% 7 1.04% 7 1.62% Funded 

In addition, on page 2 of Mr. Mumaw’s December 16, 2005 letter to 

Commissioner Mayes (Attachment DEB- 16RB), the following table relative to 

the funded status of the Company’s pension plan is set forth: 

12/3 1/00 12/31/01 12/3 1/02 12/3 1/03 12/3 1/04 12/3 1/05 

YO 
Under fund ed 3 yo 14% 3 2% 29% 28% 3 0% 

The data set forth in either of these tables demonstrates that, contrary to Mr. 

Dittmer’s conclusions, (1) the hnded status of the pension plan does NOT 

“fluctuate fairly significantly” and (2) the pension plan has never been 

“significantly over funded”. AF’S’ December 16, 2005 letter to Commissioner 

Mayes (Attachment DEB- 16RB) states on page 2: 

. . .the underfunded percentage escalated rapidly over the 
years 2001 and 2002, and has since remained relatively 
steady at about 30% underfunded. 
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Q- 
A. 

Q- 
A. 

CONCLUSION 

DO YOU HAVE ANY CONCLUDING REMARKS? 

Yes. APS’ investment grade credit ratings form the fundamental basis upon 

which the Company gains access to the capita1 markets at reasonable cost. A P S  

requires the full amount of its proposed rate increase to improve its credit 

metrics to levels minimally acceptable for investment grade credit ratings. 

Failure of the Company to maintain investment grade ratings as a result of 

inadequate rate relief will have dire financial consequences for our customers 

and the future economic growth of Arizona. 

DOES THAT CONCLUDE YOUR REJOINDER TESTIMONY? 

Yes. 
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richard-cortright@standardandpxrs.com 

The methodology that Standard & Poor's Ratings Services uses to rate vertically integrated electric, gas, 
and combination investor-owned utilities in the U.S. is based on the same precepts that we have used for 
many years, though the emphasis has changed as the utility industry has evolved. The fundamental 
methodology encompasses two basic components-business risk and financial risk--and their relationship. 
Where a utility presents a strong business risk profile, the financial profile can be less robust for any given 
rating. Likewise, where a utility's business risk profile is weaker, its financial performance must be stronger 
for any given rating. For combination utilities, the gas operations may have a stabilizing influence on credit 
quality, but since the electric business is typically significantly larger, it is the major credit driver. (For 
details on Standard & Poor's analytical approach to gas utilities, see "Key Credit Factors For Natural Gas 
Distributors" published Feb. 28, 2006.) 

Often, an integrated utility is a part of a larger holding company structure that also owns other businesses, 
frequently unregulated electricity generation. This fact does not alter how we analyze the utility, but it may 
affect the ultimate rating outcome due to any credit drag that the unregulated activities may have on the 
utility. Such considerations include the freedom and practice of management with respect to shifting cash 
resources among subsidiaries and the presence of ring-fencing mechanisms that may protect the utility, 

Five Factors Determine The Business Profile 

Five basic characteristics define a vertically integrated utility's business profile: 

e Regulation, 
rn Markets, 
e Operations, 
e Competitiveness, and 

Management. 

Standard & Poor's is most concerned about how these elements contribute individually and in aggregate to 
the predictability and sustainability of financial performance, particularty cash flow generation relative to 
fixed obligations. While considerable attention has focused in recent years on companies in states that 
deregulated in the late 1990s and the early part of this decade and the related credit consequences of 
disaggregation and nonregulated generation, 27 states (plus four that formally reversed, suspended, or 
delayed restructuring) have retained the traditional regulated model. For utilities operating in those states, 
the quality of regulation and management loom considerably larger than markets, operations, and 
competitiveness in shaping overall financial performance. Policies and practices among state and federal 
regulatory bodies will be key credit determinants. Likewise, the quality of management, defined by its . 
posture towards creditworthiness, strategic decisions, execution and consistency, and its ability to sustain 
a good working relationship with regulators, will be key. Importantly, however, it is virtually impossible to 
completely segregate each of these characteristics from the others; to some extent they are all 
interrelated. 

Page 1 of 70 

https://www.ratingsdirect.com/Apps/RD/co~~ro~ler/~~cIe?~d=S33 1 62&type=&outputTyp ... 10/3/2006 

mailto:barbara-eiseman@slandardandpoors.com
mailto:richard-cortright@standardandpxrs.com


{ 14-Sep-20061 Key Credit Factors: Assessing US.  Vertically Integrated Utilities' Bushes ... Page 2 of I O  

DEB-1 RJ 
On Standard & Poor's business profile scale (where 'I' is excellent and '10' is vulnerable), vertically 
integrated utilities generally have satisfactory business profiles of '5' or '6'. (See tables 1 and 2 in the 
Appendix below for business profile benchmarks plus a list of utilities we rate anU their business profile 
scores.) We view a company that owns reguiated generation. transmission, and distribution operations, as 
positioned between companies with relatively low-risk transmission and distribution operations and 
companies with higher-risk diversified activities on the business profile spectrum. What typically 
distinguishes one vertically integrated utility's business profile score from another is the quality of 
regulation and management. 

Regulation 

Regulation is a critical aspect that underlies integrated utilities' creditworthiness. Decisions by state public 
service cornmissions can profoundly affect financial performance. Standard 8 Poor's assessment of the 
regulatory environments in which a utility operates is guided by certain principles, most prominently 
consistency and predictability, as well as efficiency and timeliness. For a regulatory scheme to be 
considered supportive of credit quality, commissions must limit uncertainty in the recovery of a utility's 
investment. They must also eliminate, or at least greatly reduce, the issue of rate-case lag, especially 
when a utility engages in a sizable capital expenditure program and incurs substantial deferrals of fuel 
Costs. 

Standard & Poor's evaluation encompasses the administrative, judicial, and legislative processes involved 
in state and federal regulation, and includes the political environment in which commissions render 
decisions. Regulation is assessed in terms of its ability to satisfy the particular needs of individual utilities. 
Rate-setting actions are reviewed case-by-case with regard to the potential effect on credit quality. As 
frequently postulated in prior years, our evaluation of regulation focuses on the willingness and ability of 
regulation to provide cash flow and earnings quality adequate to meet investment needs, earnings stability 
through timely recognition of volatile cost components such as fuel and satisfactory returns on invested 
capital and equity. Regulators' authorization of high rates of return is of little value unless returns are 
realistic and achievable. Allowing high returns based on noncash items does not benefit bondholders. A 
regulatory jurisdiction that permits incentives whereby utilities are allowed to earn a return based on their 
ability to sustain rates at competitive levels is viewed favorably. In addition to perforniance-based rewards 
or penalties, flexible plans could include market-based rates, price caps, index-based prices, and rates 
premised on the value of customer service. Also important is the ability to enter into long-term 
arrangements at negotiated rates without having to seek regulatory approval for each contract. 

Because the bulk of a utility's operating expenses relate to fuel and purchased power, of primary 
importance to rating stability is the level of support that state regulators provide to utilities for fuel cost 
recovery, particularly as gas and coal costs have risen. Utilities that are operating under rate moratoriums, 
or without access to fuel and purchased-power adjustment clauses or with fixed-fuel mechanisms, or face 
significant regulatory lag, also are subject to reduced operating margins, increased cash flow volatility, and 
greater demand for working capital. Companies that are granted fuel true-ups may be required to spread 
recovery over many years to ease the pain for the consumer. Standard & Poor's notes that fuel-adjustment 
mechanisms have become more common in the industry, but not all are created equal. While some 
jurisdictions permit recovery on a dollar-fordollar basis over a defined time period, certain jurisdictions, 
such as Washington State. impose a deadband in which the company absorbs all the risk and rewards of 
fuel costs above and below the established recovery rate. Beyond the deadband there is a sharing of risks 
and rewards with ratepayers. In Arizona, Arizona Public Service Co. has a 90110 sharing mechanism 
between the company and ratepayers, respectively, for all costs passed through the power supply 
adjuster. The mechanism is triggered based on a date (once a year in February 2006) and not on a 
threshold level of deferrals. The annuat adjustment is also subject to a lifetime cap of 4 mils per kilowatt- 
hour, which has led to power deferrals. 

In addition to fuel cost recovery filings, regulators will have to address significant rate increase requests 
related to new generating capacity additions, environmental modifications, and reliability upgrades. Current 
cash recovery andlor return by means of construction work in progress support what would otherwise be a 
sometimes significant cash flow drain and reduces the utility's need to issue debt during construction. 

, 

Moreover, allowing rate recovery of projected costs with subsequent periodic updates for actual results 
reduces lags in cost recovery. Also supportive of credit quality is the ability of the utility, commission staff, 
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consumer advocates, and other major interveners to reach a comprehensive settlement before 
construction of new base load capacity. Certain states. such as Indiana, Texas, Kansas, and Minnesota, 
have adopted environmental Vacking mechanisms and other riders that allow companies to reflect in rates 
capital costs associated with environmental compliance equipment without having to file a formal rate 
case. In Florida, utilities may issue securitized debt to recover storm costs after the public service 
commission completes a prudency review. However, if the utilities do not choose securitization, then they 
may file a request with the regulatory commission to get a surcharge. In either situation, there will be some 
delay in recovering the costs, but the delay should be minimized compared with previous years. 

Creditworthiness can also be enhanced when a company has the authority to timely recover unanticipated 
costs, such as those incurred for repairing storm damage, as in Florida and Mississippi. While the 
Alabama Public Service Commission does not currently employ a separate storm repair cost recovery 
mechanism to ensure rapid recovery of storm repair costs, it has shown a willingness to work with utilities 
to help them recover at least some of these costs on a timely basis and to start replenishing storm 
reserves. Finally, the greater the peEentage of a utility's rates that are recovered through fixed charges 
rather than volume-based charges, the greater the support for credit quality. 

For utilities that own a natural gas business, automatic and timely pass-through of commodity costs 
provides the strongest level of credit support. Lesser clauses, including mechanisms that require after-the- 
fact sign-off by regulators, introduce the potential for disallowance if the regulator deems gas to be 
purchased at imprudent cost levels. 

Due to the extreme votatilily and high gas prices over the past few heating seasons, more regulators have 
revised gas adjustment clauses to provide monthly gas adjustments rather than awaiting the end of the 
heating season to begin reimbursement. This expedited treatment helps the utility to reduce any regulatory 
lag to recover costs and streamlines working capital needs, which in turn should allow the firm to modestly 
temper rising gas bills to their customers. 

Both regulators and natural gas companies are increasing customer-education programs on energy 
efficiency and conservation. Lawmakers, state regulators, and companies are in preliminary discussions to 
potentially restructure the current rate structures to encourage these goats of energy conservation and 
eficiency without hurting the companyt bottom line and still. allow utilities to achieve their approved 
regulated rate of return. In essence, "conservation tariffs" would aim to decouple earnings and rates of 
return from delivered volumes and should eliminate a current major disincentive for utilities to develop 
such conservation programs. This would also better align the interest of consumers with utility 
shareholders by implementing innovative rate designs that would encourage energy conservation and 
efficiency. 

Key success factors include: 

Alternative ratemaking/flexibility, 
0 Attention to credit quality, 
0 Timely and consistent rate treatment, 

Support for fuel cost recovery, 
0 Support for a reasonable cash return on investment, and 

Support for rapid return on investment. 

Markets 
Assessing market dynamics begins with an economic and demographic evaluation of the service area in 
which a utility operates. Strength of long-term demand for energy is examined from a macroeconomic 
perspective, which enables Standard & Poor's to measure the affordability of rates and the staying power 
of demand. Distribution by classification according to total number of customers, revenues, and margins is 
closely scrutinized to assess the depth and diversity of the utility's customer mix. For example, heavy 
industrial concentration is viewed with some caution because the utility may be exposed to cyclical 
volatility and face competitive alternatives. A large residential component, on the other hand, produces a 
more stable and predictable revenue stream. The utility's largest customers are identified to determine 
their stability and importance to the bottom line because the loss of one large customer could adversely 
affect the utility's financial position. Moreover, large customers may turn to self-generation, potentially 
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leading to less financial protection for the utility. 

Standard & Poor's also analyzes any long-term consumption trends and the reasons behind them. Factors 
addressed include the market's size and growth rate, the franchise's strength, historical and projected 
growth rates, income levels and trends in population, employment, and per capita income. A utility with a 
healthy economy and customer base, as illustrated by diverse employment opportunities, average or 
above-average wealth and income statistics, and low unemployment, will be better able to support its 
operations. 

For the gas business, Standard 8 Poor's also examines customer saturation. Firms that operate in service 
areas with low growth potential still can expand at healthy rates if a relatively low level of customer 
saturation permeates the sewice territory. For example, customers who convert to natural gas from other 
fuel sources (such as oil) provide growth opportunities to companies operating in low population growth 
sewice areas. 

Despite the review of market characteristics, they are clearly a secondary consideration to regulation. In 
Nevada, f o r  years the country's fastest growing state, Nevada Power Co. and Sierra Pacific Power Co. 
struggled to recover capital expenditures on a timely basis, and were accordingly rated as low investment- 
grade credits. In Florida, which has competed with Nevada for years in its pace of growth. the Florida 
Public Service Commission established polices of quick recovery of capital investments and, on a stand- 
alone basis, the state's utilities' credit metrics have remained strong. 

Critical success factors include: 

A healthy and growing economy, 
Growth in population and number of customers, 
An attractive business environment, and 
An above-average residential base. 

Operations 
Standard & Poor's focuses on cost, reliability. safety, and quality of service when assessing a utility's 
operations. Management is always under pressure to optimize the use of resources, and i f  it is not cost- 
effective in meeting service standards and retiability, regulatory or competitive pressures are likely to 
increase. Consequently, Standard & Poor's emphasizes areas that require heightened and ongoing 
management attention, in the absence of which political, regulatory, or competitive problems are likely to 
arise. 

The status of utility plant investment is reviewed with regard to generating station availability, efficiency, 
and utilization, as well as for compliance with existing and potential environmental and other regulatory 
standards. The record of plant outages, system losses, equivalent availability, load factors, heat rates, and 
capacity factors are examined. Important considerations include the projected capital improvements and. 
plant additions necessary to provide highquality, reliable service. The general condition of the assets and 
how well such assets are maintained are also important considerations. 

Emphasis is placed on reserve margins, fuel mix, fuel contract terms, purchased-power arrangements, and 
system operators. Moreover, the qualify and concentration of capacity is just as important as the size of 
reserves. Standard 8 Poor's recognizes that reserve requirements differ among companies, depending 
upon individual operating and load characteristics. 

Fuel diversity provides flexibility in a changing environment. Supply disruptions and price hikes can raise 
rates and ignite political and regulatory pressures that ultimately lead to erosion in financial performance. 
Thus, the ability to switch generating sources to take advantage of cheaper fuels is viewed favorably. 
Dependence on any single fuel, or asset concentration in one or two large generating stations, can cause 
significant swings in a company's financial performance. Similarly, utilities that rely on nuclear generation 
receive an elevated degree of attention due to the scale, technical complexity, and politically sensitive 
nature of nuclear facilities. Indeed, the sound operation of nuclear units can define a utility's operational 
risk profile and its ability to achieve projected financial results. Standard & Poor's seeks to distinguish 
between those operators that have exhibited sound and stable operational performance, and the likelihood 
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that it will continue, and those whose nuclear operations are vulnerable to problems that may impair 
financial results. 

But having a large concentration of capacity based on fossil fuels also imposes certain risks. Coal-fired 
capacity is burdened with increased environmental costs related to reducing sulfur dioxide, nitrogen oxide, 
mercury, and eventually carbon dioxide emissions. Gas-fired capacity presents its own challenges, 
particularly the extreme volatility and significant increase in gas prices over the past few years. Buying 
power may be a more appropilate option for a utility than new plant construction because the utility avoids 
construction costs and the financial risks posed by regulatory lag when seeking recovery of costs. 
Purchasing power may enhance supply flexibility. fuel resource diversity, and maximize load factors. 
Utilities that plan to meet demand projections with a portfolio of supply-side options also may be better 
able to adapt to future growth uncertainties. Despite these benefits, such a strategy,does commit the utility 
to a fixed obligation, which Standard & Poor's captures analytically through certain adjustments to financial 
statements. We calculate the net present value of future annual capacity payments (discounted at the 
company's cost of debt) over the life of the contract. Standard & Poor's then applies a risk factor against 
this value and adds the result to the utility's balance sheet. The risk factor is largely a function of the 
strength of the regulatory recovery mechanisms established to address procurement costs. 

Other operational characteristics that will support an above-average evaluation for vertically integrated 
companies are assets that are in good physical condition and are well maintained. In addition, capital 
expenditures for necessary system improvements must be at manageable levels, yet sufficient to provide 
for constant renewal and refurbishment of the system. Operating performance, reliability statistics (such as 
outage duration and frequency), and efficiency measures are expected to meet industry and regional 
averages. Having interconnections that provide access to lowcost and diverse power supply sources is 
viewed favorably, as is limited environmental exposure. 

For a gas company, drawing from a single interstate pipeline or relying on a particular gas basin exposes it 
to event risk and negative supply shocks, respectively. The ability to access muktiple sources of gas supply 
through multiple pipelines protects the utility from such disruptions. Adequate storage access not only 
helps supply incremental gas needed to meet peak demand, but also provides opportunities without 
purchased-gas adjustment clauses to arbitrage seasonal pricing fluctuations. Gas distributors benefit from 
storage if the cost of buying peak gas exceeds the cost of making off-season purchases and the 
associated carrying cost. Outdated systems requiring extensive maintenance and capital expenditures 
lower profitability and efficiency metrics. Newly installed systems mainly consisting of plastic pipe require 
limited expenditures over the long term compared with older, cast-iron systems that need replacing as they 
age. In addition, operationai efficiencies can be obtained through the use of new technology. 

Critical success factors include: 

Well-maintained assets, 
Solid plant performance, 

e Fuel diversity. 
Adequate generating reserves, and 

e Compliance with environmental standards. 

Competitiveness 

for vertically integrated utilities, competitive factors include percentage of firm wholesale revenues that are 
most vulnerable to competition, industrial load, and revenue concentrations, particularly in energy intensive 
industries; exposure of key customers to alternative suppliers; commercial concentrations; rates charged 
to various customer classes; rate design and fiexibility; production costs, both marginal and fixed; the 
regional capacity situation; and transmission constraints. A regional focus is evident, but high costs and 
rates relative to national averages are also of significant concern because of the potentia! for electricity 
substitutes over time. 

Electricity competes with other fuels--particularly natural gas-for certain segments of the market like space 
heating, water heating, and cooking. Thus, high electricity prices, which can be attributed to inefficient 
operations, are cause for concern if customers have access to alternative energy sources. Self-generation 
has been a risk, as large commercial and industrial customers may take advantage of cogeneration 
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technoiogies to reduce their reliance on, and in some cases to disconnect from the system. In the future, 
technology could pose a greater threat. Bypass ri&, too, may grow if distributed generation, 
microgeneration, and self-generation prove more economically attractive for smaller customers. 

Due to their proximity to interskate gas pipelines, some large customers can directly tie into a transmission 
line and completely bypass gas distributors' services. Although such pipelines provide key sources of gas 
supply for these companies, it is important to recognize this bypass risk. Ideally located gas companies 
have adequate transmission access but have industrial customers far from interstate pipelines. 

Critical success factors include: 

Low cost structure,' 
Limited bypass risk, and 
Management's commitment to lowering costs. 

Management 
Evaluating management is of paramount importance to Standard & Poor's analysis because management 
decisions affect all areas of a company's operations and financial health. Although regulation, the 
economy, and other outside factors certainly influence results, the quality of management ultimately 
determines a company's success. Standard & Poor's private meetings with senior management 
significantly augment the public record in the effort to appraise management. Meetings are very useful for 
the candid interpretation of recent developments and, importantly, to provide executives with a forum for 
the presentation of goals, objectives, and strategies. 

Management assessment is based on tenure, turnover, industry experience, financial track record, 
corporate governance, a grasp of industry issues, and knowledge of regulation, of customers, and their 
needs. Management's ability and willingness to develop workable strategies to address system needs, and 
to execute reasonable and effective long-term plans are assessed. Management quality is also indicated 
by thoughtful balancing of multiple-and often incompatible-priorities; a record of credibility; and effective 
communication with the public, regulatory bodies, and the financial community. 

Standard & Poor's also focuses on management's ability to achieve cost-effective operations and 
commitment to maintaining credit quality. This c a n  be assessed by evaluating accounting and financial 
practices, capitalization and common dividend objectives, and the company's philosophy regarding growth 
and risk-laking. 

In addition, a company's accounting and financing practices are critical to Standard 8 Poor's analysis. For 
example, proactive management will likely adopt accounting practices that are more appropriate in a 
competitive environment such as higher depreciation rates for electric generation equipment. Large, 
growing cost deferrals or regulatory assets are viewed more negatively. Management can enhance its 
financial condition by taking any number of discretionary actions, such as selling common equity, reducing 
the common dividend payout, and deleveraging. A utility's management will also be evaluated on cost- 
cutting ability and creativity in entering into strategic affiances that improve efficiency. 

Strong corporate governance, reflected in active, independent board of directors that participate in 
determining and monitoring corporate controls, help to support management's credibility and corporate 
financial disclosure. If it is evident that a company's board is passive and does not exercise proper 
oversight, it weakens the checks and balances of the organization and may detract from credit quality. 
Included in Standard 8 Poor's review of corporate governance is the proportion of independent directors 
on the board, the breadth and depth of the directors' experience, the proportion of independent directors 
on the board's audit committee. and directors' compensation. 

Some vertically integrated utilities have felt compelled to invest outside their traditional businesses lo 
increase earnings, especially as stock prices have underperformed market indices. Participation in higher- 
risk, unregulated activities such as merchant generation, exploration and development, gathering and 
processing, or marketing and trading can significantly detract from the consolidated entity's credit profile. In 
this regard, credit ratings are not based on the regulated business only, but on the qualitative and 
quantitative fundamentals of the consolidated entity. Standard 8 Poor's considers the ratings of the 
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regulated businesses as being less vulnerable to the negative credit influence of other affiliates and 
holding company activities, as relevant, where very strong structural and/or regulatory insulation exists, 
which tends to be more the exception than ;he rule. 

Critical success factors include: 

Commitment to credit quality, 
Credibility, 
Strong corporate governance, and 
Conservative financial policies, especially regarding nonregulated activities, if relevant. 

Effect On Ratings 
'In summary, Standard & Poor's examines the key business risk drivers for vertically integrated utilities- 
regulation, markets, operations, competitiveness, and management-in conjunction with financial 
measures when assigning credit ratings. The credit quality of most vertically integrated utilities is solidly 
investment grade. This is a primarily a function of the existence of regulation. As discussed above, the 
factors that further differentiate ratings among this sector include their markets, operational track record, 
competitive posture, and management's risk appetite. Vertically integrated utilities generally have 
satisfactory business risk profile scores, with only a few having strong or weak business positions. 

Appendix 
Table 1 

Industry Benchmarks 

Business Profile AA A 6B0 BB 

Adjusted FFO interest coverage (x) 
1 3.0 

2 4.0 
3 4.5 

4 5.0 

5 5.5' 

6 8.0 

7 8.0 

8 10.0 

9 NIA 

10 NIA 

Adjusted FFOlaverage total debt (%) 
1 20.0 

2 25.0 

3 30.0 
4 35.0 

5 40.0 

6 45.0 
7 55.0 

6 70.0 
9 NIA 

10 NIA  

Adjusted totai debVtotal capital PA) 
1 48.0 

2 45.0 
3 42.0 

4 38.0 
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2% 

3.0 
3.5 

4.2 

4.5 

5.2 

6.5 

7.5 

NIA 

WA 

15.0 

20.0 
25.0 

28.0 
30.0 

35.0 
45.0 
55.0 

WA 

NIA 

55.0 

52.0 
50.0 

45.0 

2.5 

3.0 

3.5 

4.2 

4.5 

5.2 

6.5 

7.5 

10.0 

11.0 

15.0 

20.0 

25.0 

28.0 
30.0 

35.0 
45.0 

55.0 

65.0 

70.0 

55 0 

52.0 
50.0 

45.0 

1.5 

2.0 

2.5 

3.5 
3.8 

4.2 

4.5 

5.5 

7.0 

8.0 

10.0 

12.0 
15.0 

20.0 

22.0 

28.0 

30.0 

40.0 

45.0 

55.0 

60.0 

58.0 

55.0 

52.0 

1.5 

2.0 

2.5 

3.5 

3.8 
4.2 

4.5 

5.5 

7.0 

8.0 

10.0 

12.0 
15.0 

20.0 

22.0 

28.0 

30.0 

40.0 

45 0 
55.0 

60.0 

58.0 

55.0 

52 0 

1.0 

1 .o 
1.5 

2.5 

2.8 

3.0 

3.2 

3.5 

4.0 

5.0 

5.0. 

8.0 

10.0 

12.0 
15.0 

18.0 
20.0 
25.0 

30.0 

40.0 

70.0 

68.0 
65.0 

62.0 

< 1.0 

c 1.0 

1.5 

2.5 

2.8 

3.0 

3.2 

3.5 

4 .O 
5.0 

< 5.0 

< 8.0 
10.0 

12.0 
15.0 

18.0 
20.0 
25.0 

30.0 

40.0 

> 70.0 

z 68.0 
65.0 

62.0 

< 1.0 

c 1.0 

1 .o 
1.5 

1 .a 
2.0 

2.2 

2.5 

2.8 

3.0 

< 5.0 

< 8.0 

5.0 

8.0 

10.0 

12.0 

15.0 
15.0 

20.0 

25.0 

> 70.0 

68.0 

70.0 

68.0 
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5 35.0 42.0 42.0 50.0 50.0 60.0 60.0 65.0 

6 32.0 40.0 40.0 48.6 48.0 58.0 58.0 62.0 
7 30.0 38.0 38.0 45.0 45.0 55.0 55.0 60.0 

a 25.0 35.0 35.0 42.0 42.0 52.0 52.0 58.0 

9 NIA NIA 320 40.0 40.0 50.0 50.0 55.0 

10 WA NIA 25.0 35.0 35.0 48.0 48.0 52.0 
Note: Business proSle scores are characterized from '1' (excellent) to '10' (weak). FFO-Funds from operations. MA-Not appiiible. 

Table 2 

Vertically Integrated Utilities 
. Company 

Aquila Inc. 
AGL Resources Inc. 

Alabama Power Co. 
ALLETE Inc. 

Ameren Corp. 

Appalachian Power Co. 
Arizona Public Service Co. 

Atmos Energy C o p  

Black Hills Power Inc. 

Central Illinois Light Co. 

Central Vermont Public Servica Cop. 

CILCORP Inc. 

Cincinnati Gas 8 Electric Co. 

Clem Power LLC 

Cleveland Electric IUuminating Co. 

Consolidated Natural Gas Co. 
' Consumers Energy Co. 

Dayton Power & Light Co. 

Datroit Edison Co. 

Duke Power Co. LLC 

El Paso Electric Co. 

Empire District Electric Co. 

Energy East Corp. 

Enogex Inc. 

Entergy Arkansas Inc. 

Entergy Guff States Inc. 

Enlergy Louisiana LLC 

Entergy Mississippi Inc. 

Entergy New Orleans lm. 
Equitable Resources Inc. 

Florida Power & Light Co. 

Gwrgia Power Co. 

Green Mountain Power Corp. 

Gulf PowerCo. 
Hawaiian Electric Co. Inc. 

IDACORP Inc. 

Idaho Power Co. 
lrdlana Michigan Power Co. 

lndianapolii Power & Light Co. 
Interstate Power 8 Light Co. 
IPALCO Enterprises Inc. 
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Corporate credit rating 
wcw-Porn-2 

A-INqatidA-2 

AISlablelA-7 

BBB+ISt a blelA-2 

BBB+ICW-NeglA-2 

BBWStabld- 

EBB-IStablelA-3 

BBWStablelA-2 

BBB-INagattveI- 
BBB+ICW-Negl- 

BB+IStablel- 

BBB+lCW-Neg/- 

BBBIPositivelA-2 

BBBMegativel- 
BBBIStable/- 

BBBIStablelA-2 

BB/Sable!- 

BB+lPositiid- 

BBBIStablelA-2 

BBBIPositivdA-2 

BBBIStabiel- 

BBEWStableIA-3 

BBB+INegativelA-Z 

BBB+IStablel- 

BBBINegativel- 

BBBINegativeI- 

BBWNegativd- 

BBBtNegatii- 

DI-1- 

A-JCW-NqIA-2 

A/C'+-Neg/A-I 

A/Stable/A-1 

BBBICW-Pod- 

AIStablel- 
BBB+INegatlvelA-Z 

BBB+INegativeJA9 
BBB+INegativelA-2 
BBWS!ableJ- 

BB+lPositiVel- 
BBB+IStableIA-Z 

BB+/Positive/- 

Business profile score 
6 

4 

4 

5 

6 

5 

6 

4 

6 
7 

6 

7 

6 

6 

6 

6 

6 

5 
6 

4 

6 

6 

3 
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5 
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a 
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Kansas City Power & Light Co. 

Kansas Gas & Electric Go. 

Kentucky Power Co. 

Kentucky Utilities Co. 
LouisviHe Gas 8 Electric Go. 
Madison Gas & Electric Co. 

Michigan Consolidated Gas Co. 
MidAmerican Energy CC. 
Mlssissippl Power CO. 
MonMgahela Power Co. 

Montana-Dakota Utilities Co. 
Nalonal Fuel Gas Co. 

Nevada Power Co. 

New Yo& State Electric 8 Gas Corp. 
NiSource 

Notthem Indiana Public Service Co. 

Northern States Power Co. 
Northern Stales Power Wsoonsin 

Ohio Edison Co. 

Oklahoma Gas & Electric Co. 

Pacific Gas CL Electric Go. 

PaafiCorp 

Pennsylvania Power 0. 
Pinnacle West Capital Corp. 

PNM Resources Inc. 

Portland General EIectilc Ca. 
Progress Energy Carolinas Inc. 
Progress Energy Florida Inc. 
PSI Energy Inc. 

Public Service Co. of Colorado 

Public Service Co. of New Hampshire 

Public Service Co. of New Mexico 
Public Service Co. of Oklahoma 

Puget Energy Inc. 

Puget Sound Energy I K .  
Qwstar Market Resources Inc. 

Rochester Gas B ElectricCorp. 

San Giego Gas & Electric Co. 

Savannah Electric 8 Power Co. 

SCANA Corp. 
Skua Padfic Power Co. 

Sierra Pacific Resources 
South Carolina Eledric & Gas Co. 
Southern California Edison CO. 

Southern Co. 

Southern Indiana Gas & Electric Co. 

Southwestem Electric Power Co. 
Southwestem Public Service Co. 

System Energy Resources Inc. 

Tampa Eledric Co. 

Toledo Edison CQ. 
Tucson Electric Power Co. 

BBBIStablelA-2 

BB+IPosltive/- 

BBBIStablel- 

BBB+IStablelA-2 

BBB+lStablel- 

BBBlStablelA-2 

A-lStablelA-1 

AA-IStablelA-1 t 

NSIablelA-1 

BB+lPositiil- 
BBBtlStaMel- 

BBB+/SlablelA-2 

B+/Positivel- 

BBB+MegakelA-2 

BBBlStablel- 

BBWStablelA-2 
BBB+/Stable/- 

B BWSt able/A-2 

BBB+/Stable/A-2 

BBWStableIA-2 

A-IStablelA-1 

BBBIStablei- 

BBB-IStablelA-3 

BBBNegative/A-3 
BBB+lNegativelA-2 

BBBIPositiveA-2 

BBBIPositivelA-2 

BBBPositivelA-2 

BBBIStablel- 

BBBIStabldA-2 

BBBIStabIel- 

BBBNegativelA-3 

BBB/Stablel- 
BBB-/Stable/- 

BBB4StabblA-3 

BBBtlStablel-- 

BBB+/Negatiiel- 

RfStabklA-1 

AIStablel- 
A-/Stable/- 

B+/Posltlve/- 

B+/Positive/B-Z 

A-IStablelA-2 
BBB+/Stable/A-i! 

NStablelA-1 

A-/Stable/- 
B BBlSt able/- 

B BBlStablelA-2 
BBB-/Negative/- 

BBB-IStablelA-3 

BBBiStablel- 
BBIStablelB-2 
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TXU US. Holdings Co. 

Union Eledric Co. 
Unlon LigM Heat B Power Co. 
Vecfren Utllity Holdings tnc. 
Virginia Eledric & Power Co. 
Westar Energy Inc. 
WIswnsin Electrtc Power Cc. 
Wisconsin Eneqy Cow. 
Wisconsin Power B tight Co. 
Wisconsin Public Service Corp. 
Xcel Energy Inc. 

005-INegativel- 

BBBtICW-NeglA-2 
BBBIPosilivel- 

BBBIStabldA-2 

A-INegatiWA-2 

BBB+/NegatiivelA9 
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Frfday afternoon Plnnacle West flled Its rebuttal testimony In the 
ongoing rate Case for Artzona Publlc Service (APS). PNW updated 
I t s  revenue Increase request to $451 MM from $458 MM. PNW 
lnCrea6ed the fuel cost request to $332 MM (15.6% of Increase) 
from $301 MM (14% of orlglnal Increase). 

Not surprlslngly, the testlmony spent conslderable tlme and effort 
eddresslng the cash recovery elements denled I excluded by the 
Staff and RUCO testlmony. We belleve that APS dld an effectlve 
job hlghllghtlng potentlal credlt Impact that would come If unable 
to recover prudently Incurred cash expendltures. 

We remain confident that the ACC wlll ultimately be constructlve 
when It comes to protectlng PNWs flnanclal health. As seen this 
spring with the emergency fuel cost proceedings and in our recent 
conversations with Chairman Hatch-Miller, the ACC understands the 
importance of APS's financial health and the negative ramifications for 
customers i f  such health is not maintained. To that end, PNW De(F05 Mar46 .!uno6 
esttmated a cost to customers of $1 bn over 10 years If credlt 
mtlngs were lowered to sub-Investment grade - an observation that 
should not be lost on the ACC. 

consldwatlon two rate making changes that would further support 

38 

se+Lprtce - hdexed S&P 500 
On(XY15ia)lh.sP5001rdadosedd1318sl 

Y W  12/05A 12/06E 1 m 7 E  
While not included in the rate request, PNW also Introduced for ACC ., 3.32 3.07 IO0 

the utllty's flnanclal health and Ideally allow APS to earn Its PE (x) 135 146 14.9 
pIIIy.(Eps~(iius~~ 

allowed ROE - attrltlon cost adlustments (think of as a cost of living PIE ml. ('W 81.1 loa0 113.1 

deferred AFUDC accounting). We belleve both adjustments are Q3 1.89 1.58 

high rate of growth at APS and the meaningful regulatory lag associated 
with Arizona's lengthy 18-24 month rate case cycles. Adoption of 

0 1  EPS on 0.12 
02 0.63 1.01 

024 0.35 

IC ( 1  NJ6E. US$ m) 

adjustment) and CWlP (cash recovery on capex rather than cash 

warranted and would be beneflclal to APS'S flnanclal health (would 
lower the cost of capital) by lessening chronic under-earning given the . 

Numbsr orsharse(mJ 

BVlshare (current, U!S) Evnc (x) 
loo - 

3287 - 
3,059.7 200 

482% 45% 

Aevemro (US$ m) 3,022.7 - - 

PlOCF (x) 5.5 5.5 4.9 

these changes would mark a constructlve evolutlon of Arlzona 

for APS's efforts In meetlng AZ's robust populatlon growth. 
regulatory pollcy, demonstratlng a wllllngness to provide support *t debt (-nt m) DMdend (ci~nenc U S )  

Net debbldd Cap (CUIrenl) Dmdend yleM 

1Z05A lZI(XJE 1Z07E 

EBnDA (US m) 862.5 887.4 1,0121 
Ccms (us$) 1.56 8.16 922  pinnlde wed IS I hrdhp InI.(lntsd c l e e   VIM provmr in mr Wsrtan U f  

EV/EBITIIA fx) 7.6 7.5 7.4 rmaearch barn 

Net debt (lUOSA, U S  rn) 2,855.1 2,915.8 3,035.6 
Research Anetysl Research Analysl ROlC 5.4% 85% b5X 
Dan Eggers, CFA Samantha Dennlson 

713890 1859 713 893 1561 G c v o a ~ d B C n d l ~ ~ e s  

IMPORTANT DISCLOSURES, ANALYST CERnFiCATIONS AND INFORMATION ON TRADE ALERTS AND ANALYST MODEL 
PORTFOLIOS ARE IN THE DISCLOSURE APPENDIX U.S. Disclosure: Credit Suisse does and seeks to do business with companies covered in 

research reports. As a result, investors should be aware that the Firm may have a conflict of interest that could aifed the objezhity of this report 
Investors should consider this repat as only a single factor !a mahng their investment decision. customers of Credt Suisse in the Unkd States can 
receive independent, third party research on the cwnpany or mmpnies covered in thls report, at no cast to tham, where such rasearch is available. 
Customers can access this independent research at www.cfedit-suisse.corn'ir or call 1 877 291 2683 or email equity.researchQcredssuisse.ccnr to 
request a copy of this research. 

d a n ~ m c O u & ~ s m  M n r n m i ~ m o n d ( - l w e m n  

J 



1 

2 

3 

4 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

DIRECT TESTIMONY OF DONALD G. ROBINSON 

On Behalf of Arizona Public Service Company 

Docket No. E-01345A-05-0816 ' 

January 31,2006 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

TabIe of Contents 

I. INTRODUCTION ........... ..... . .. .__.. . . ....... . .....__. ....._..._. .... . .._. .... . . ...... _.......... ........... . 1 

11. SUMMARY ........................................................................................................ 2 

111. THE CURRENT PSA RATE MECHANISM ........ ;. .............. ...._... . . . .. ..... .. ..... ... . .9 

W .  IMPORTANCE OF PRESERVING THE PSA ..............._......._._.................-...... 12 

V. PROPOSED CHANGES TO THE CURRENT PSA ......................................... 22 

VI. CONCLUSION ........__ ._..._. . .__.. _____. __. _.... . ........... . . ____.... ........... .. ....... . . .. ._...... . ....... 26 

STATEMENT OF QUALIFICATIONS ....................................... A P P E ~ I X  A 

ATTACHMENT DGR-1 .............-........ 2005 FINANCIAL W A C T S  FROM PSA 

ATTACHMENT DGR-2 ....................... 2006 FINANCIAL IMPACTS FROM PSA 

ATTACHMENT DGR-3 ....................... JURlSDICTIONS WTHPSAS OR 
SIMILAR RATE MECHANISMS 

- 1 -  



1 

2 

3 

4 

5 

’ 6  

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

I. 

Q* 
A. 

Q* 

A. 

Q. 
A. 

Q* 

A. 

DIRECT TESTIMONY OF DONALD G. ROBINSON 
ON BEHALF OF AlUZONA PUBLIC SERVICE COMPANY 

(Docket No. E-01345A-05-0816) 

INTRODUCTION 

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION. 

My name is Donald G. Robinson. I am Vice President of Planning for Arizona 

Public Service Company (“APS” or “Company”). I have responsibility for 

Corporate Planning, Resource Acquisition, Resource Planning, Budgets, 

Forecasts, Energy Risk Management, and New Business Ventures. My business 

address is 400 North Fifth Street, Phoenix, Arizona 85004. 

ARE YOUR EDUCATIONAL, BUSINESS, AND PROFESSIONAL 
QUALIFICATIONS SET FORTH IN APPENDIX.A TO YOUR DI[RECT 
TESTIMONY? 

Yes. 

WaAT IS THE PURPOSE OF YOUR TESTIMONY? 

My direct testimony describes the current Power Supply Adjustment (“PSA”) 

rate mechanism for APS. I go on to discuss the PSA’s critical role in preserving 

the Company’s financial integrity, promoting the Commission’s goals regarding 

wholesaIe competition, and in providing our customers with timelier price 

signals concerning the use of energy. I also will propose some modifications to 

the PSA itself to remove counterproductive restrictions and limitations. . 

IF APS ALREADY HAS A PSA, WHY A R E  YOU SPONSORING DIRECT 
TESTIMONY ON THIS SUBJECT? 

First of all, Decision No. 67744 (April 7, ZOOS) specifically indicated that 

continuation of the PSA would be an issue in the Company’s next general rate 

proceeding. Second, that Decision invited the Company to address the issue of 

1 
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11. 

Q. 
A. 

the cap it placed on total fuel and purchased power costs by filing another rate 

proceeding. Third, as alluded to above and discussed in detail later in my direct 

testimony, A P S  is proposing some additional modifications to the PSA that are 

best addressed in this proceeding. 

SUMMARY 

WOULD YOU PLEASE SUMMARIZE YOUR TESTIMONY? 

The Company’s last rate case request culminated in a settlement agreement 

(“2004 Settlement”) that was adopted with modifications by the Commission in 

Decision No. 67744. In that Decision, the Commission authorized a PSA 

mechanism for APS, and established the amount to be recovered through base 

rates (“Base Fuel Recovery Amount”) at $.020743 per kWh, which was based 

on 2003 costs. The PSA permitted the Company to defer for later recovery or 

refund, 90% of the fuel and purchased power costs that were in excess of or 

below the Base Fuel Recovery Amount. The other 10% was to be expensed 

(and paid for by A P S  shareholders, despite the fact that they were 

presumptively prudent costs incurred solely to provide service to AlPS 

customers) or retained as Other Income, depending on whether the costs were 

above or below the Base Fuel Recovery Amount plus the PSA factor. 

A P S  has deferred nearly $170 million in higher fuel and purchased power costs 

since April 7, 2005 (the effective date of the PSA, pursuant to Decision No, 

67744) through December 31, 2005, as well as interest on such under- 

recoveries. The remaining amounts of these higher costs, approximately $19 

million, were expensed against income as a result of the 90/10 sharing, which 

therefore reduced the Company’s earnings. 

2 
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It was the Company’s understanding pursuant to Decision No. 67744 that 

adjustments to PSA charges were made at least annually. Under that Decision, 

the annual change to the PSA Factor was to be made on April I of each year 

beginning in 2006, based on filing, which had to be filed by March la, but could 

be filed earlier’. That filing would compare fuel and purchased power costs per 

kWh for the preceding calendar year (in this first instance, April through 

December of 2005), as indicated by the PSA bank balance, after application of 

the 904 0 sharing provision with the Base Fuel Recovery Amount. 

Pursuant to Decision No. 67744, A P S  was also authorized to request a special 

PSA surcharge. That Decision required that APS file a report with the 

Commission to either request a PSA surcharge or to explain why- such a 

surcharge was unnecessary when fuel and purchased power cost deferrals 

reached $50 million. Decision No. 67744 also required the Company to seek 

such a surcharge before the bank balance of cost deferrals reached $100 miilion. 

Upon the date A P S  requested the PSA surcharge, the level of deferrals used to 

determine the timing of any subsequent surcharge application would be reduced 

by the amount requested. 

Pursuant to this provision of Decision No. 67744, the Company requested a PSA 

surcharge on July 22, 2005 (“July Surcharge Request”). On January 13, 2006, 

A P S  also notified the Commission that the PSA bank balance had again reached 

$50 million (in addition to the $80 million subject to the July Surcharge 

Request,), but the Company did not request an additional PSA surcharge at that 

time. 

’ The timing of the PSA Factor was later changed to February 1 of each year, as 1 discuss later in my testimony. 
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The July Surcharge Request came before the Commission a1 the January 

24*/25*, 2006 Open Meeting. During that Open Meeting, the Commission 

convened an A.R.S. 6 40-252 evidentiary hearing to create an adequate record to 

advance the PSA adjustor date from April 1 to February 1. In Open Meeting on 

January 25, 2006, the Commission denied the Surcharge Request and modified 

some of the PSA provisions that were adopted in Decision No. 67744 (“January 

25 Open Meeting Decision”2). I will discuss those specific modifications later 

in my testimony. 

Rate adjustment mechanisms for fuel and purchased power costs have been and 

continue to be a routine regulatory practice in this country. As of the date this 

testimony was filed, some 40 jurisdictions having regulated electric utilities 

have adopted some manner of PSA mechanism and others have otherwise 

addressed the need to provide timely recovery of costs. 

I 

By the end of 2005, A P S  has under-recovered its fuel and purchased power costs 

by approximately $187 million (before the 90/10 sharing mechanism). The 

Company’s 2005 earned return on equity (“ROE”) of 6.8% was already well 

below the 10.25% cost of equity (ccCOE”) established in Decision No. 67744 

(and far below the COE of 11.5% recommended by Dr. William Avera in this 

fi 1 i ng) . 

For 2006, the fmancial implications would be worse absent the PSA. 

Unrecovered fuel and purchased power costs would accumulate to 

approximately $460 million. As noted in A P S  witness Donald Brandt’s direct 

’ As of the filing of this testimony, the January 25 Open Meeting Decision has not been issued in written form, 
therefore the Company is unable to provide the Decision Number at this time. 
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testimony, kven with the present PSA, the Company’s financial results do not 

have the strength necessary to address current and future capital needs. This 

will directly impact both future costs of providing the service and, sooner or 

later, the adequacy of that service. The delays that have occurred in the recovery 

of fuel and purchased power costs through the PSA surcharge mechanism ha.ve 

already caused A P S  to be downgraded by Standard & POOR (“S&P”) to BBB- 

status (which is one grade above “junk” status) in December 2005. S&P 

indicated at that time that krther rating downgrades may result if there is not 

more prompt recovery of fuel costs. As discussed in h4r. Brandt’s testimony, a 

downgrade to junk status would have significant and severe impacts upon the 

Company’s ability to provide reliable electric service at reasonable rates to its 

customers. 

The PSA does more than protect the Company’s financial integrity, although 

that is certainly an important hnction that directly impacts both A P S  and its 

customers. The PSA also provides customers with relevant pricing information 

between general rate proceedings that can positively influence energy usage and 

their willingness to invest in energy efficiency. The PSA charges on a 

customer’s bill appropriately reflect the changes in the market in a more timely 

manner, so customers can react to changes in the cost of this commodity by 

modifying their energy usage. Encouraging conservation and energy eficierncy 

by more accurate pricing signals was one of the Commission’s primary goals 

expressed in Decision No. 67744. 
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The PSA has other significant restrictions and limitations that were neither part 

of the comprehensive 2004 Settlement that was reached by A P S  with Staff and 

the twenty three other parties in August 2004, nor are they components of 

adjustment mechanisms for other Arizona utilities. These include: 

1) A cap on total annual fuel and purchased power costs . 

includable in PSA calculations of $776.2 million (“Total Fuel 

Cost Cap”); 

A limit on the annual PSA Factor adjustment to a maximum 

of $.004 per kWh over the duration of the PSA mechanism; 

and 

A requirement that A P S  file a PSA surcharge request before 

the deferred costs reach $100 million 

2) 

3) 

These restrictions and limitations were added to the 2004 Settlement in the 

Administrative Law Judge’s (“ALJ”) Recommended Order or during the 

Commission’s Open Meeting deliberations that resulted in Decision No. 67744. 

All have the practical effect of requiring A P S  to file this rate case and perhaps 

future rate cases sooner and more often than might otherwise be the case. 

The Total Fuel Cost Cap is especially troublesome because A P S  projects it will 

reach the $776.2 million Total Fuel Cost Cap during the fourth quarter of 2006. 

In its January 25 Open. Meeting Decision, the Commission addressed the issue 

of the Total Fuel Cost Cap and stated that APS was permitted to continue to 

defer he1 and purchased power costs that were above the $776.2 million cap 

adopted in Decision No. 67744, and that it was never the Commission’s intent 

that this “cap” create automatic disallowances of costs. If the Commission had 

not clarified that these costs could be deferred, A P S  would have been faced with 
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significant potential disallowances of legitimate fuel and purchased power costs. 

However, it is still unclear how costs above the L‘cap” will be recovered, unless 

the “cap” is permanently removed. 

In .the last A P S  rate case, the Total Fuel Cost Cap was at Ieast partially 

premised on the theory that the additional recovery of fixed costs through sales 

growth would offset the known under:recovery of variable fuel and purchased 

. power costs. This hypothesis was unproven by its proponents during the last rate 

proceeding and in fact was refuted by the only evidence of record in that 

proceeding. Again in this rate filing, A P S  has shown that this ‘‘growth pays for 

itself” theory is erroneous. This is demonstrated by Mt. Brandt’s analyses of 

2005-2006 financial results, which include the PSA, and indicate that the 

Company is experiencing a significant and rising IeveI of under-earning. Jt is for 

these reasons that A P S  urges the Commission to permanently eliminate the 

Total Fuel Cost Cap. In the alternative, the Commission should increase the 

TotaI Fuel Cost Cap to at least $1.5 billion. This level should provide. enough 

headroom for fuel and purchased power costs into the next decade, or roughly 

five years after the rates in this case have taken effect. 

Second, the four mill cumulative cap on the PSA Factor should be made an 

annual cap, as was intended in the 2004 Settlement. With the volatility in the 

fuel and purchased power markets and with the January 25 Open Meeting 

Decision, which determined that a surcharge could only be implemented using 

the balance remaining after the annual PSA Factor adjustment was determined, 

the four mill cumulative cap is far too restrictive and does nothing but 

necessitate repeated PSA surcharge applications that otherwise might be 

addressed over time by additional PSA Factor adjustments. 
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A third reform to the PSA would be the elimination of the $100 miiiion deferral 

“trigger” for mandatory PSA surcharge applications, because with the 

determination in the January 25 Open Meeting Decision that the surcharge can 

only be calculated once a year, the $100 million “limit” has been effectively 

mooted and should be eliminated. 

APS also is requesting to modify the 90/10 cost sharing mechanism in the 

present PSA in the following respects. Renewable resources that are purchased 

and not covered by the Commission’s Environmental Portfolio Standard 

(“EPS”) surcharge are included in the PSA’s calculation of fuel and purchased 

power costs. Because acquiring additional renewable resources is both required 

by Decision No. 67744 and is consistent with Commission policy, A P S  should 

not have to suffer an automatic 10% disallowance of such costs, as would 

happen under the current 90/10 cost sharing mechanism. Similarly, APS is 

proposing to exclude the demand costs of purchased power agreements 

(“PPAs”) acquired through competitive processes from this cost sharing. 

Because the demand costs are fixed and market-based, APS has no  ability to 

hrther reduce or avoid them, and thus the 90/10 “sharing” becomes simply an 

arbitrary disailowance of reasonable and prudent costs. The energy portion of 

the PPAs, Le., the per MWH charge, would continue to be subject to 90/10 cost 

sharing. 

Finally, APS proposes to exclude 10% of the realized gains or losses tiom 

hedging from the calculation of both base fuel cost and the PSA. The remainder 

(90%) of gains and losses would continue to be included in such calculations 

and would be subject to,the 90/10 cost sharing mechanism. 
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Q- 
A. 

Q* 

A. 

ID. 

Q. 

A. 

HOW IS THE REMAINDER OF YOUR TESTIMONY ORGANIZED? 

I first describe the present PSA, as approved in Decision No. 67744, and the 

modifications that were made in the January 25 Open Meeting Decision. I next 

discuss the importance of retaining the PSA to both APS and its customers. 

Finally, I address the need to remove some of the restrictions and limitations 

imposed on the PSA and also some of the unfair results that have and can occur 

as a result of the 90/10 sharing mechanism currently in the PSA. 

ARE: YOU SPONSORING ANY ATTACHMENTS TO YOUR 
TESTIMONY? 

Yes. In addition to Appendix A, my testimony includes the following 

attachments: 

1) 

2) 

Attachment DGR-1 - 2005 Financial Impacts from PSA 

Attachment DGR-2 - 2006 Financial Impacts from PSA 

3) Attachment DGR-3 - List of Jurisdictions with PSAs or Similar 
Rate Mechanisms 

THE CURRENT PSA RATE MECHANISM 

PLEASE DESCRIBE THE €’SA AS PROPOSED IN THE 2004 
SETTLEMENT. 

What I wiI1 describe as the “Settlement PSA” had the foliowing key provisions: 

m The PSA included both fuel and purchase power, but would provide no 

profit to the Company. 

The PSA Factor was initially set at zero and would not be adjusted for the 

first time until April 1, 2006. 

The maximum adjustment to the PSA Factor in April of each year would 

be plus or minus $0.004 per kilowatt hour (”kWh”) with any additional 

amounts carried over. 
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If at any time the PSA bank balance in the PSA balancing account 

reached plus or minus $50 million, APS would be required to either seek 

a surcharge to collect or refimd the bank balance orjustifl in writing why 

such a surcharge was not necessary at that time. 

A P S  and its customers would share in the costs or savings on a 90% 

customers/lO% A P S  basis. 

Subject to certain limited exceptions, customers would receive the 

benefits of all off-system sales. 

The Commission and its Staff would retain the ability to review the 

prudence of all fuel and power purchases at any time, and any costs 

flowed through the PSA would be subject to refund if the Commission 

subsequently found that such costs were not prudently incurred. 

APS would provide detailed and certified monthly reports encompassing 

an extensive amount of information relating not only to the PSA 

calculations, but also to the A P S  generating units and to its power and 

fuel purchases. 

The minimum life of the PSA was to be five years from the date that rates 

under the proceeding went into effect. 

The Base Fuel Recovery Amount reflected in APS’ base rates was set at 

$0.020743 per kWh, which reflected a re-dispatch of APS resources 

based on adjusted 2003 retail sales and April 2003 fuel and purchased 

power prices. 

DID DECISION NO. 67744 ADOPT THE SETTLEMENT PSA? 
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A. 

Q- 
A. 

In large part, yes. However, several significant changes were made that have 

adversely impacted the subsequent operation of the PSA and which could 

hinder its function in the future. 

PLEASE EXPLAIN. 

The most ,important change was the imposition of the Total Fuel Cost Cap of 

$776.2 million. I believe the primary purpose of that limitation was to force 

A P S  into another general rate filing prior to its fuel and purchased power costs 

reaching the Total Fuel Cost Cap. As discussed by the Commissioners during 

the Open Meeting when Decision No. 67744 was adopted and affirmed in the 

January 25 Open Meeting Decision, the purpose was not to create an automatic 

disallowance of ‘otherwise reasonable and prudent costs of providing service. 

Current projections are that A P S  will reach the Total Fuel Cost Cap sometime 

during the fourth quarter of 2006. 

A second change was to take what was to have been an annual limit of four mills 

per kWh for the April adjustment to the PSA Factor and make it a cumulative 

“Iifetime” limit. Because it was already anticipated at the time of Decision No. 

67744 that 2006 fuel and purchased power costs would be considerably more 

than four mills above the Base Fuel Cost Recovery Amount, this meantsthat the 

PSA would chronically under-recover, producing large bank balances, and 

repeated requests for surcharges, &less and until the Base Fuel Cost Recovery 

Amount could be increased in a general rate proceeding. 

The PSA surcharge provision to the Settlement PSA was also modified to 

require a surcharge application prior to the bank balance reaching plus or minus 

$1 Ob million. 
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Q* 

A. 

IY. 

Q- 

Finally, the five-year minimum term of the Settlement PSA was essentially 

eliminated. Decision No. 67744 stated that if A P S  filed a rate case prior to the 

expiration of the five year term, the Commission could eliminate the PSA if 

appropriate. 

HOW WAS THE PSA MODIFIED IN THE JANUARY 25 OPEN 
MEETING DECISION? 

In.the January 25 Open Meeting Decision, the Commission took the following 

action: 

Denied the surcharge of $.001416 per kilowatt hour that was requested by 

the Company in the July Surcharge Request; 

Accelerated the collection of the PSA adjustor to begin as of February 1’ of 

each year; 

Reset the adjustor rate to a positive $0.004 per kilowatt hour effective 

February 1,2006; 

Clarified that the.setting of the PSA adjustor was a condition precedent to the 

setting of the surcharge, and that the surcharge that could be requested was 

limited to the balance remaining in the Paragraph 19(d) balancing account 

after the adjustor had been calculated; and 

Clarified that APS was permitted to continue to defer the fuel and purchased 

power costs that were above the $776.2 million cap adopted in Decision No. 

67744, and that it was never the Commission’s intent that this “cap” create 

automatic disallowances of cost. 

IMPORTANCE OF PRESERVING TIHE PSA 

IS THE IPSA CRITICAL TO MAINTAINING THE COMPANY’S 
FINANCIAL INTEGNTY? 
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A. Absolutely. As the Company explained in detail in both the PSA jzoceeding 

(Docket No. E-01345A-02-0403) and in our prior general rate proceeding 

(Docket No. E-01345A-03-0437), A P S  is increasingly dependent on natural 

gas, both to run its own generating facilities and through its rapidly increasing 

dependence on purchased power, which is predominantly generated by gas- 

fired plants. For example, between 1991 (the year after the Company’s last hl ly  

litigated general rate case prior to Decision No. 67744) and 2006, APS’ energy 

needs from gas-fired generating facilities and purchased power will increase 

fi-om 9% to approximately 29%. As a result, gas and purchased power will 

constitute nearly 70% of the Company’s total fuel and purchased power 

expenses by 2006, which is the first full year that the PSA would be effective. 

And, fuel and purchased power expense will constitute over one-third of all 

A P S  operating expenses in 2005, compared to one-fourth in 1991. 

Looking further into the future, the situation is likely to become worse due to 

gas dependence. As a result of Decision No. 67744, the Company’s future 

resource acquisition is increasingly likely to be in the form of long-term PPAs 

with merchant generators. Their generation is presently almost exclusively gas, 

as is the incremental generation of surrounding utilities that might be available 

for resale. In the recent Request for Proposal (“WP”) that was held pursuant to 

Decision No. 67744 to seek at least 1000 MW of new long-term generation 

supply beginning in 2007, no bidder was willing to accept the risk of gas price 

volatility. Although APS is committed to acquiring 10% of its incremental needs 

from renewable resources and to spend $48 million on conservation and energy 

efficiency programs, subject to Commission approval, these steps will unlikely 
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reverse the trend toward increased reliance on natural gas to generate elecbicity 

in the near future. 

At the same time that A P S  is becoming more dependent on natural gas and 

purchased power, prices for both have become more volatile. Although Mr. 

Ewen addresses this in detail, I note that the average natural gas pricc: for 

delivery at the San Juan Basin has ranged from $1.00 per MMBTU to $11 3.27 

per MMl3TU since 2002. At Henry Hub, the gas price has ranged from $1.98 

per MMBTU to $18.60 per MMBTU during the same timeframe. Furthermore, 

Staff's he1 and purchased power witness in the Company's last rate proceeding, 

Douglas Smith, and its corresponding witness in Docket No. E-0134511-02- 

0403, Barbara Keene, both testified concerning the historical volatility in the 

natural gas market. Finally, the existence and impact of the natural gas vofatility 

has been well-described by a number of the Commissioners in publicly-docketed 

Ietters over the past year and a half. (See Letter from then Chairman Marc 

Spitzer, Docket No. E-O1345A-03-0437, February 19, 2004; Letter from 

Commissioner (now Chairman) Jeff Hatch-Miller to Senator John McCain, 

March 5 ,  2004; Letter from then Chairman Marc Spitzer to Fllzllow 

Commissioners, Docket Nos. G-Ol032A-03-05 15; G-01032A-02-0598; G- 

O1032A-02-0914; E-01 032C-00-0751; E-01 933A-02-0914; and E-0103241-02- 

0914. March 5, 2005; Letter from Commissioner William A Mundell to Arizona 

DaiZy Star, Docket No. RE-OOOOOC-05-0030, April 29, 2005; and Letter from 

Commissioner Marc Spitzer to Fellow Commissioners, Docket No. RE-OOO~OOC- 

05-0030, June 29,2005). 

In addition, in a Commission workshop on natural gas prices held on September 

8, 2005, Commission Staff Robert Gray' commented that prior to Hurricane 
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Katrina, there was upward pressure on natural gas prices, a situauon only 

worsened by the horrific hurrjcane season. He concluded that the rising natural 

gas prices would be a driving force in the increased costs utilities must recover 

Grom their customers. The same theme - that there had been unforeseeable 

increases in the price of natural gas due to tight market conditions, and that the 

damage from Hurricanes Katrina and Rita had caused damage to drilling rigs 

and other infrastructure which had added more uncertainty to the market and 

resulted in gas prices that would have been viewed as “impossible” in the pre- 

hurricane markets - was echoed by S t a f f  witness William Gehlen in the PSA . 

Surcharge docket3 

Power prices can be equally volatile, if not more so. In the period 2002-2005, 

the price of on-peak power at Palo Verde ranged from a Iow o f  $Z8.85/MWh to 

a high of $1 18.21NWh. During 2005, prices have ranged from $42.78/MWH 

to $1 17.91/MWH, thus displaying continued volatility compared to most other 

costs experienced by the Company to provide service. 

Both APS’ increasing dependence on natural gas and purchased power, as well 

as continued volatility of both, unmistakably supported the adoption of a PSA in 

Decision No. 67744. Additionally, the fact is that a PSA facilitates competitive 

markets, as evidenced by the merchant generators support of the PSA 

mechanism during the 2004 Settlement negotiations. AI1 of these factors support 

the retention of the PSA in this proceeding. 

Q. WHAT WOULD BE THE IMPACT OF ELIMINATING THE PSA ICN 
THIS PROCEEDING? 

Cehlen Direct Testimony,, pg. 6, lines 15-17. Docket Nos. E-01345A-05-0526, et al. 
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A. The elimination of the PSA would be disastrous for A P S  and its customers. Let 

me give some historical perspective on this issue. During 2005, APS deferred 

some $ I70 million (including interest) in fuel and purchased power costs above 

the Base Fuel Recovery Amount. Unless the Company’s request for rate relief is 

granted sometime in 2006, APS will defer yet another $243 million in costs 

during 2006. Without the PSA mechanism, A P S  would have to expense these 

costs, Le., charge them against earnings, which would have a very serious 

negative impact on the Company’s financial integrity. As discussed in detail in 

Mr. Brandt’s direct testimony, the Company expects to earn only a 6.6% ROE in 

2006 even with the current PSA- Without it, the ROE for 2006 drops to 2.6%. 

This is dearly we11 below the 10.25% COE authorized in Decision No. 67744 

and even more distant from the COE of 11.5% recommended by Dr. Avera. It is 

also well below the ROES recommended by Commission Staff for either Tucson 

Electric Power Company or Southwest Gas Corporation. 

Other key financial metrics such as Funds from Operations (“FFO”) as a percent 

of debt are also affected by 2006 fuel and purchase power costs. Furthermore, 

in December 2005, S &P downgraded the Company’s business profile from a 

“5” to a “6” (on a 10-point scale, where “1” is excellent). This business profile 

requires a FFO/debt ratio of at least 18% in order to be classified as investment- 

grade. Without the PSA in place, the Company’s FFO/debt ratio would continue 

to erode. I have summarized these impacts in Table 1 below and in Attachments 

DGR- 1 and DGR-2: 
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Q. 
A. 

Table 1 

Summary of Financial Impacts from PSA 
L 

2006 
Return on Equity With PSA 6.6% 

Without PSA 2.6% 

FFO Merest Coverage With PSA 3.4 
Without PSA 2.9 

FFO to 'Total Debt With PSA' 16.0% 
Without PSA 12.6% 

As to the prospective impact of eliminating the PSA, let me say that even if the 

Commission were to adopt the higher base fuel allowance that is proposed by 

Mr. Ewen, APS would not recover anticipated 2007 fuel and purchased power 

costs. This would be the case even before factoring in the potential impacts on 

those costs of the recent RFPs for both renewable and conventional power 

resources. The conventional power resources RFP, as well as future solicitations 

required by Decision No. 67744, , will steadily increase the Company's 

dependence on purchased power and natural gas. And although A P S  will be 

increasing its use of renewables, the amount of its energy needs derived either 

directly &om natural gas or gas-dependent purchased power will increase in 

2007 to 30% and to 34% by 2009. 

WHAT IS THE COMPANY DOING TO MANAGE ITS FUEL COSTS? 

A P S  has taken a number of steps to manage its fuel costs, including hedging 

natural gas and purchased power requirements for native load customers. Price 

stability is the primary underlying goal of APS' hedging philosophy. Using this 
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Q. 

A. 

Q- 

approach, financial risks associated with projected fuel and purchased power 

requirements are systematically hedged at various levels during the three years 

prior to delivery. The Company’s hedging practices involve setting definitive 

target hedge levels and strict compliance in meeting those hedge levels, all 

undertaken with senior management oversight and direction. By hedging 85% 

of the Company’s purchased power and natural gas needs using pre-established 

intervals and hedge percentage levels over a three-year horizon, APS can 

mitigate the impact of volatile natural gas and purchase power prices and still 

allow for changes in load and other short term market variables. 

In addition, A P S  recently executed a 19-year, 65 million ton cod supply 

agreement with Peabody Energy. In light of today’s current market conditions, 

A P S  anticipates that this contract will result in improved economics for the 

Cholla Generating Station for future coal purchases. 

IF THE PSA WAS ABOLISHED, COULDN’T APS SIMPLY FILE 
GENERAL IRATE CASES MORE FREQ’ITENTLY? 

Given the Commission’s use of historical test periods and the time it has taken 

in the past to process A P S  general rate cases (usually 18 months and sometimes 

longer), this is simply not practical. And in periods of rapidly rising fuel costs, 

even the fastest turnaround of a general rate case would be inadequate. It should 

be noted that gas utilities in Arizona adjust their purchase gas adjustors monthly 

and still accumulate significant bank balances, which absent an adjustor 

mechanism, would result in the chronic inability to recover legitimate costs. 

HOW WOULD THE RATING AGENCFES AND TJ3E FINANCIAL 
COMMUNITY I” GENERAL PERCEIVE A FAILURE IN THIS 
PROCEEDING TO RETAIN THE PSA? 
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A. 

Q- 

Since the time the 2004 Settlement was announced, the PSA has been a critical 

factor in the financial community’s evaluation ofAPS. For example, just two 

days after the 2004 Settlement was announced, S & P stated: 

Also, very significantly, the settlement calls for the establishment 
of a fuel adjustment mechanism, which would include a sharing 
mechanism with ratepayers and be reset annually to trackpture 
fuel and purchased power expenses for subsequent recovery. 

Moody’s reaction was similar. Once the PSA was approved in Decision No. 

67744, these agencies again cited the PSA as a significant positive factor that 

allowed them to take A P S  off negative credit watch. 

In July 2005, six major equity analysts (Credit SuisseEirst Boston, Harris 

Nesbitf JP Morgan, Lehman Brothers, Merrill Lynch, and Ul3S) issued reports 

evaluating the Company’s investment quality. Five of the analysts kept an 

essentially neutral position, while one downgraded Pinnacle West’s stock. All 

mentioned the existence of the PSA as a positive aspect of the Commission’s 

regulation of the Company. In October 2005, several of the equity analysts 

issued’ updated reports addressing the Company’s outlook. While mounting 

deferred fuel and purchased power costs, as well as the prospect of the Company 

exceeding the $776 million cap, were items of concern, the Company’s stock 

was not downgraded because the analysts believed that the PSA mechanism 

would ultimately lead to adequate cost recovery. 

DOES THE FINANCIAL COMMUNITY VIEW THE PSA AS HAVING 
STRUCTURAL WEAKNESS? 

‘ Standard & Poor’s, “Research: Arizona Public Service’s Proposed Rate Settlement is Reasonably 
Constructive,” August 20,2004. 
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A. 

Q. 

A. 

Yes. This issue is discussed in .Mr. Brandt’s testimony as well. S &  P has 

characterized the Company’s PSA as “relatively weak” due to the Total Fuel 

Cost Cap, the four mill limit on the PSA Factor, and the length of time needed 

to actually recover fuel and purchased power costs. Other analysts have made 

similar observations. 

DURING THE 2004 SETTLEMENT PROCEEDING, TEE MERCHANT 
GENERATION INTERESTS STRONGLY SUPPORTED ADOPTION OF 
THE PSA. HOW DOES RETENTION OF THE PSA SUPPORT 
WHOLESALE COMPETITION? 

It does so in at least two ways. First, merchant generators are interested in 

doing business with fmancially strong and stable counterparties. If A P S ’  credit 

deteriorates, fewer merchant counterparties will be willing to do business with 

the Company, and those that do will impose more onerous credit terms, such as 

collateral calls and even prepayment. This drives up the cost of purchased 

power for APS and its customers. Second, the financial community has 

increasingly come to regard purchased power as a form of debt that can strain 

utility cash resources without timely recovery of purchased power costs. The 

PSA, if allowed to operate effectively, helps to overcome the financial 

disincentives to enter into long term power agreements with merchant 

generators, especially in combination with the modification to the 90/10 sharing 

provision requested by the Company. Eliminating disincentives to enter into 

PPAs is also consistent with the provision in Decision No. 67744 that requires 

A P S  to first turn to the competitive market for incremental resources through 

2015. 

DO APS CUSTOMERS BENEFIT FROM RETENTION OF THlE PSA? 
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Q- 

A. 

Absolutely. APS customers have a vital stake in the Company’s ability to plan 

for and accommodate growth without compromising reliability. A P S  must be 

financially sound to accomplish this task in a manner economical to customers. 

Also, the PSA and the customer education program concerning the PSA provide 

pips customers with more timely information about the cost of power 

consumption and, conversely, the value of energy efficiency and conservation. 

Although these price signals are somewhat diluted by other features of the PSA 

.that are designed to smooth and moderate short-term price volatility, they are 

still stronger and more accurate than would be the case in the absence of the 

PSA. Lastly, the potential benefits to APS customers from hrther development 

of the competitive wholesale market was a salient feature of both the 2004 

Settlement and Decision No. 67744. As noted above, the pro-competition 

benefits from a PSA mechanism are well known and understood by those who 

are participants in that wholesale market. 

IS THE USE OF AN ADJUSTMENT MECHANISM TO RECOVER FUEL 
AND PURCHASED POWER COMMON IN THE UTILITY INDUSTRY? 

Yes. Adjustment mechanisms are commonly used to recover both fuel and 

purchased power costs. These types of adjustments are utilized by both electric 

and natural gas utilities. The June 2, 2005 report from Regulatory Research 

Associates entitled “State Regulatory Overview - Energy Issues” provides a 

state-by-state review of cost pass-through programs. Forty states and 

Washington D.C. provided for commodity cost recovery. Of the states not 

expressly providing a cost recovery mechanism, at least some provided effective 

alternatives, while others have granted higher ROES that could support the 

additional risk. See Attachment DGR-3. None have anywhere near the customer 

growth and fkel/purchased power cost exposure that the Company faces. 
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V. 

Q. 
A. 

Q* 

A. 

Q* 

A. 

Furthermore, some Arizona utilities also have fuel adjustors. For example, both 

Southwest Gas and Unisource Gas have Purchased Gas Adjustors, which 

fluctuate monthly based on a rolling twelve month average of actual costs and 

sales. In addition, both APS and Tucson Electric Power have had he1 cost 

adjustment mechanisms in the past. 

PROPOSED CHANGES TO THE CURRENT PSA 

WHAT CHANGES TO THE PSA IS THE COMPANY PROPOSING? 

In order of importance: (1) the Total Fuel Cost Cap should be pemanently 

eliminated or very substantially raised; (2) the cumulative four mill cap on the 

annual PSA adjustment should be changed to an annual cap; (3) the 90/10 cost 

sharing should not apply to renewable resources or to the fixed costs of PPAs 

acquired through competitive bidding or similar competitive processes; and (4) 

10% of realized hedging gains and losses should be excluded from the 

calculation of fuel and purchased power costs both in determining the Base Fuel 

Recovery Amount and subsequent operation of the PSA (the remaining 90% to 

be included in PSA calculations subject to the 90/10 sharing). 

DID THE 2004 SETTLEMENT, WHICH WAS NEGOTIATED BY TKE 
PARTIES, HAVE T€U3 ALL THE LIMITATIONS OR RESTRICTIONS 
THAT THE CURRENT PSA HAS? 

No, some limitations and restrictions were added later in Decision No. 67744 

and in the January 25 Open Meeting Decision. 

WHY SHOULD THE COMMISSION ELIMINATE THE TOTAL FUEL 
COST CAP? 

First of all, imposing any sort of invoiuntary Iimit or cap on the recovery of 

legitimate costs of providing service to our customers is unreasonable. That is 

why APS has always viewed the Total Fuel Cost Cap as an encouragement from 
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Q* 

A. 

the Commission to file another general rate case to address the issue of 

escalating fuel and purchased power costs. Also, the imposition of the Total 

Fuel Cost Cap was, in the first instance, largely based on a demonstrably false 

premise that if revenues were rising faster than fixed costs, increasing fixed 

cost recovery would offset rising variable costs such as fuel and purchased 

power. The fact that APS will not earn anything close to the 10.25% COE 

authorized by Decision No. 67744 during the first full-year rates from that 

Decision ,are in effect, even with the PSA, is stark evidence that no such offset 

exists. 

IS’ TIFE TOTAL FUEL COST CAP SIMPLY A HYPOTHETICAL 
CONCERN? 

No. By the end 2006, A P S  will have reached the Total Fuel Cost Cap set in 

Decision No. 67744. As discussed in Mr. Ewen’s testimony, the increasing 

costs that the Company is experiencing is a result of a number of factors, 

including the dramatic increase in natural gas and purchased power prices, 

rising coal prices and the fact that the Company’s incremental sales attributable 

to growth must be met primarily with high-cost natural gas and purchased 

power. In the January 25 Decision, the Commission permitted APS to continue 

to defer fuel and purchased power Costs above the $776.2 million cap. With the 

combination of high priced gas and increasing load growth, maintaining the 

‘‘cap‘’ would result in disastrous financial results for the Company. Therefore, 

the Total Fuel Cost Cap should be permanently eliminated or  increased to at 

least $1.5 billion. This figure is based on forecast fuel and purchased power 

costs in 2012, or roughly five years after the rates in this case have become 

effective. 
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A. 

Q. 

A. 

Q. 

WHY SHOULD THE PSAALLOW ANNUAL ADJUSTMENTS OF UP TO 
FOUR MILLS? 

While APS agrees that there should normalIy be a limit on the size of annual 

PSA adjustments, it also believes that the PSA should not permit chronic and 

systematic under- or over-recoveries of he1 and purchased power costs. To do 

so increases the total cost to A P S  customers, dilutes the pride signals from the 

PSA, creates inequities between current and future APS customers, strains cash 

resources of the Company needed elsewhere to fund operations and increase 

basic infi-astructure, and leads to large bank balances that have to be cleared, 

which potentially lead to the large single-year price increases the Commission 

was trying to avoid in the first place with the annual four mill limit on the PSA 

adjustment. 

HOW SHOULD THE COMMISSION MODIFY THE 90/10 COST 
SHARING MECHANISM IN THE PSA? 

APS is asking that the 90/10 cost sharing mechanism not apply to: (1) 

renewable resources; and (2) the fixed cost (demand) component of purchased 

power contracts acquired through a competitive acquisition process. 

WHY ARE THESE CHANGES TO THE 9WlO MECHANISM 
APPROPRIATE? 

Both in Decision No. 67744 and in its deliberations on the Environmental 

Portfolio Standard embodied in A.A.C. R14-2-1618, the Commission has 

expressed a strong commitment to renewable energy. In M e r a n c e  of this 

commitment to renewable energy, in Decision No. 67744 the Commission 

required A P S  to issue a Renewable RFP, seeking at least 100 MW and 250,000 

MWhs of energy from renewable resources. It did so despite the fact that in 

many of its present applications renewable energy is significantly more 
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Q- 

A. 

expensive than conventional resources. Consistent with this Commission policy, 

APS should not be penalized by an automatic 10% cost disallowance when it 

acts in furtherance of that public policy by securing renewable resources that are 

not least-cost resources. 

Similarly, the Commission has been a strong advocate of the competitive 

wholesale market and has encouraged APS to acquire resources through 

competitive means. In fact, the 90/10 sharing set forth in Decision No. 67744 

was such an incentive. When resources have been “market tested,” there is no 

need for any additional incentive to minimize costs. A P S  is only asking that this 

exemption apply to the fixed cost component of any market-acquired PPAs 

because (1) the Company may be acquiring the gas used by the merchant 

generator, and thus would have the same incentive to do so prudently as it would 

with regard to its owned units, and (2) this would place PPAs on the same 

footing with regard to cost recovery as APS-owned generation, which removes 

the disincentive for entering into long-term PPAs. In these instances, the 10% 

share of higher costs absorbed by A P S  through the sharing mechanism has 

nothing to do with the prudence of such costs or even whether they could have 

been avoided or reduced by any action of A P S  management. It is a pure 

disallowance of otherwise legitimate costs of providing service. 

WHAT IS T€W COMPANY’S PROPOSAL WITH REGARD TO 
HEDGING GAINS AND LOSSES? 

A P S  is suggesting that 10% of realized hedging gains and losses be removed 

fiom both the determination of the Base Fuel Recovery Amount and the fuel 

and purchased power costs above that Base Fuel Recovery Amount recorded in 

the PSA balance account. This would allow the Company to retain a small 
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V. 

Q- 
A. 

Q- 

A. 

additional percentage of realized gains in exchange for agreeing to absorb a 

similar additional percentage of realized losses. The remaining 90% of realized 

gains and losses from hedging would continue to be reflected in the PSA and 

subject to the usual 90/10 sharing. 

CONCLUSION 

DO YOU HAVE ANY CONCLUDING RIEMARKS? 

Yes. An effectively operating PSA is vital to the Company’s financial integrity 

and its access to capital at reasonable prices, a critical factor given the large 

capital needs of APS during the coming years. It also benefits competition and 

provides customers with important information about the cost of energy 

consumption and the benefits of energy efficiency and conservation. For these 

reasons, and because of the extreme volatility of fuel prices, the continuation of 

the PSA is absolutely essential 

DOES THAT CONCLUDE YOUR PREFILED DIRECT TESTIMONY IN 
TMS PROCEEDING? 

Yes. 
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Appendix A 

Statement of Qualifications 
Donald G .  Robinson 

Donald G.  Robinson is Vice President of Planning for Arizona Public Service Company 
(“Company”). Mr. Robinson is responsible for the Company’s corporate planning, resource 
acquisition, resource planning, budgets, forecasts, energy risk management and new business 
ventures. 

Mr. Robinson was previously Vice President of Finance and Planning for Arizona Public Service 
Company. In this position, Mr. Robinson was responsible for the Company’s financial planning, 
corporate planning, budgeting, forecasting, accounting, risk management, tax services and 
supply chain management. 

Before the position above, Mr. Robinson was Vice President of Regulation and Phning for 
Arizona Public Service Company. In this position, Mr. Robinson was responsible for the 
Company’s regulatory policies and activities before the Arizona Corporation Commission and 
the Federal Energy Regulatory Commission, as well as corporate planning. 

Prior to the promotion above, h4r. Robinson was Director of Accounting, Regulation and 
Planning for Arizona Public Service Company. Mr. Robinson had responsibility for the 
Company’s accounting, planning and regulatory policies and activities. 

3 

Mr. Robinson joined the Company in 1978 and held a number of supervisory positions in the 
accounting department. In 1981, he was named Manager of Regulatory Affairs and in 1998, 
Manager of Rates and Regulation. MI. Robinson was a principal in the consulting firm Micon 
from 1992-1 996. Mr. Robinson has a Bachelor of Science degree in Accounting. s 



Attachment DGR-1 
Page I of Y 

Arizona Public Service Company 
2005 Financial Impacts from PSA 

1 2005 Return on Equity J 
With PSA 
Without PSA 

6.8% 
3.5% 

I 2005 FFO lnterest Coverage 1 
With PSA 
Without PSA 

3.3 
3.4 

I 2005 FFO to Total Debt 1 
With PSA 
Without PSA 

14.8% 
15.5% 



Attachment DGR-2 
Page 1 of 1 

Arizona Public Service Company 
2006 Financial Impacts from PSA 

I 2006 Return on Equity 1 
With PSA 
Without PSA 

6.6% 
2.6% 

2006 FFO Interest Coverage 1 
With PSA 
Without PSA 

3.4 
2.9 

I 2006 FFO to Total Debt 1 
With PSA 
Without PSA 

16.0% 
12.6% 



I I Costpass- 1 

Attach men t DG R-3 
Page I of I 

Arizona Public Service Company 
Jurisdictions with PSA or Simiiar Rate Mechanisms 

I I costpass- I 

Sources: State Regulatory Overview - Energy Issues. Regulatory Research 
Associates (June 2,2005) and the Speaal Report: Fuel and Wholesale Power 
Recovery. Regulatory Research Associates (July 26.2004) 
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I. 

Q- 
A. 

Q* 
A. 

Q. 
A. 

11. 

Q* 

A. 

REBUTTAL TESTIMONY OF DONALD G. ROBINSON 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

(Docket No. E-01345A-05-08 16) 

INTRODUCTION 

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION. 

My name is Donald G. Robinson. I am Vice President of Planning for Arizona 

Public Service Company (“APS” or “Company”). I have responsibility for 

Corporate Planning, Resource Acquisition, Resource Planning, Budgets, 

Forecasts, Energy Risk Management and New Business Ventures. My business 

address is 400 North Fifth Street, Phoenix, Arizona 85004. 

DID YOU FILE DIRECT TESTIMONY IN THIS PROCEEDING? 

Yes. 

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY? 

My Rebuttal Testimony addresses the proposals of Staff consultant Antonuk to 

modify the current Power Supply Adjustment (“PSA”) rate mechanism for A P S .  

I go on to address the continued need for some of the modifications to the PSA 

itself that I proposed in my Direct Testimony, even if the Staff recommendations 

relative to the PSA are adopted by the Commission. I also comment on the 

testimony of intervenors concerning the PSA. 

SUMMARY OF REBUTTAL TESTIMONY 

WOULD YOU PLEASE SUMMARIZE YOUR REBUTTAL 
TESTIMONY? 

I must fmt note that there is universal agreement among the parties that a PSA 

should be retained. There is likewise unanimity that the current PSA structure 

should be modified to make it more flexible and do a better job of timely 
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recovering prudent fuel costs incurred to serve our customers. The extent of the 

needed modifications to the PSA is really the question that must be resolved by 

the Commission in this proceeding and is at the heart of the remaining 

disagreement among the parties relative to the PSA. 

As we understand it, Staff would establish a base fuel cost based on “as- 

incurred” 2006 costs with normalizations for weather and power plant 

maintenance, but with no annualization adjustments for certain of the known and 

measurable changes occurring in 2006, let alone any in 2007. By Staffs own 

admission, this would set the base fuel rate well below the level of costs 

anticipated during the period the new base fuel rate would become effective. The 

resulting deferrals would be in the area of $150 million. To mitigate some of 

this tremendous run-up in 2007 PSA cost deferrals that would otherwise result 

from this conscious understatement of base fuel costs, a 2007 “prospective” PSA 

adjustor would be established (concurrently with the new base fuel rate or 

shortly thereafter) based on forecasted 2007 fuel costs. It is assumed by A P S  that 

the as-of-yet unrecovered amount of 2006 fuel costs would flow into the existing 

Annual PSA Adjustor effective February 1, 2007, which would now become a 

“retrospective” PSA adjustor to collect the difference between the forecasted 

fuel costs used to set the prospective PSA adjustor and actual he1 costs for the 

projected year - in this instance 2008. The following year, the 2008 prospective 

PSA adjustor would be established in some sort of proceeding in late 2007. The 

present “90/10” sharing mechanism, the four mill “cap” on what is now the 

Annual PSAAdjustor (both annual and cumulative), and what is described in my 

Direct Testimony as the Total Fuel Cost Cap would all seem to be replaced by 
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what Staffs consultant believes to be a more comprehensive regime of 

regulatory oversight of fuel costs. 

The Staff proposal is a dramatic change to both the determination of base fuel 

costs and the current form of Annual PSA Adjustor. However, if implemented as 

a package and early in 2007, and with the application of any continued 90/10 

sharing as described in my Rebuttal Testimony, the Staff proposal could be 

effective in reflecting changes in fuel costs on a more-timely basis than is 

presently the case. Nevertheless, A P S  still favors its original recommendations, 

and most specifically a properly updated and adjusted base fuel cost, in this case 

to the levels testified to in APS witness Ewen’s Rebuttal Testimony. 

A P S  believes its original proposals, with the exception of a change to the 

sharing of hedging gains and losses - a suggested change the Company is 

withdrawing, appear to have support, albeit to varying degrees, from all the 

parties filing testimony on the PSA and thus could be more easily implemented 

without significant changes to the already-approved PSA Plan of 

Administration. Moreover, if not implemented in a timely and comprehensive 

fashion, the Staffs proposal would result in a significant increase in PSA cost 

deferrals similar to what occurred after Decision No. 67744 was implemented 

(and for the same reason - an inadequate allowance for fuel costs in the base 

fuel rate) and the near automatic disallowance of prudently-incurred fuel costs 

during 2007. David Rum010 has attached a modified PSA Plan of 

Administration to his Rebuttal Testimony that would implement the Company’s 

proposed changes to the PSA as discussed above with the exception of our 

originally suggested change in the allocation of hedging gains and losses. 
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Q* 
A. 

111. 

Q. 

A. 

Nevertheless, in the event the Commission accepts the Staff PSA proposal, APS 

has also submitted a Plan of Administration with the Rebuttal Testimony of 

David Rumolo that we believe would implement the Staffs recommendation. 

A P S  made, necessarily, a number of assumptions as to the details attendant to 

the Staff PSA proposal, which admittedly was more of a concept in Mr. 

Antonuk‘s testimony than a specific point by point proposal for modifj4ng the 

present PSA structure. APS witness Ewen provides the calculation of the new 

Base Fuel Rate and the 2007 PSA Adjustor using our understanding of Staff’s 

proposal with certain adjustments described in Mr. Ewen’s Rebuttal Testimony. 

HOW IS YOUR REBUTTAL TESTIMONY ORGANIZED? 

I first describe the positions of the various parties relative to the PSA. I then 

address the Company’s areas of agreement, concerns and objections to those 

positions. 

THE POSITIONS OF THE PARTIES ON THE PSA AND THE COMPANY’S 
RESPONSE TO SUCH POSITIONS 

PLEASE DESCRIBE THE VARIOUS PARTIES’ POSITION ON THE 
PSA. 

Staffs general PSA proposal is as described in my Summary. Staff also 

specifically rejected the Company’s proposed change in the allocation of 

hedging gains and losses. Staffs position on the remaining A P S  proposed 

changes to the PSA is unclear, although Mr. Antonuk’s position that “caps and 

collars” are unnecessary leads us to believe that Staff agrees that the Total Fuel 

Cost Cap and the cumulative four mill “cap” on the Annual PSAAdjustor should 

be removed. Likewise, it would be consistent with Mr. Antonuk’s testimony that 

the annual four mill “cap” to the Annual PSA Adjustor be removed both for the 

prospective PSA adjustor and the retrospective PSA adjustor, as those concepts 
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are described in Mr. Ewen’s Rebuttal Testimony. Staff is silent about the 

Company’s specific proposals to “exempt” renewable energy and the demand 

component of purchased power agreements from the 90110 sharing process, as 

well as our suggestion to remove the mandatory PSA surcharge application 

provision. Indeed, Staffs position on retention of this 90/10 sharing process as a 

general proposition is somewhat unclear, although discovery has led A P S  to 

conclude that at a minimum, Staff would not apply the 90/10 sharing to the 

difference between the Base Fuel Rate and the 2007 adjustor based on 

anticipated 2007 fuel costs. That is certainly a reasonable and fair position and 

indeed, it would be more appropriate to apply the 90/10 incentive only to the 

variation between the projected PSA annual adjuster and the actual fuel costs for 

the year in question than to all cost variations above or below base he1 costs. 

RUCO has apparently accepted the A P S  proposal as filed with the exception of 

the change in the allocation of hedging gains and losses. As noted in my 

Summary, APS has now withdrawn that suggested change to the PSA. I must 

use the term “apparently” because RUCO also did not comment, one way or 

another, on the Company’s suggestion to remove the requirement for a 

mandatory PSA surcharge filing when the Paragraph 19(d) Balancing Account 

was in excess of $100 million. 

Arizonans for Electric Choice and Competition/Phelps Dodge Mining 

Corporation (“AECCPhelps Dodge”) likewise supported removal of the Total 

Fuel Cost Cap and the cumulative four mill “cap” on the Annual PSA Adjustor. 

It also adjusted the Base Fuel Rate to reflect lower fuel and purchased power 

prices since the time A P S  filed its Amended Application. AECCPhelps Dodge 
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A. 

opposed APS’ changes to the 90110 sharing procedure. Like RUCO and Staff, 

AECCPhelps Dodge did not address the mandatory PSA surcharge filing issue. 

The only other parties that took a specific position on the PSA were the Arizona 

Utilities Investor Association (“AUIA”) and Interwest Energy Alliance (“EA”). 

The AUIA generally supported the Company’s position although it was silent on 

some PSA issues. IEA proposed no structural changes to the PSA and did not 

comment on the Company’s proposals but did advocate having all renewable 

PPA costs recovered through the PSA rather than the current practice of having 

at least a portion of those costs recovered through the EPS (RES). Attachment 

DGR-1RB compares the positions of the parties (excepting EA)  on each of the 

Company’s original proposals regarding the PSA and shows any new proposals 

that have been presented. 

WHAT IS YOUR REACTION TO THESE PROPOSALS? 

Let me start with RUCO. Because it appears that we are in agreement as to all 

the essentials relative to the PSA, our reaction is clearly positive. I f  APS is 

mistaken concerning RUCO’s support for, or at least non-opposition to the 

deletion of the mandatory PSA surcharge application requirement or to our 

updated Base Fuel Rate, as discussed by Mr. Ewen, I presume RUCO would 

indicate as much in its Surrebuttal Testimony. APS will then address any 

presently non-apparent PSA issues with RUCO in our Rejoinder Testimony. 

AECCPhelps Dodge proposed a lower Base Fuel Rate than did AF’S but took no 

issue with how APS calculated that Base Fuel Rate. However, I want to echo the 

comments of Mr. Ewen, Steve Wheeler and Don Brandt that we need to set the 
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Base Fuel Rate right this time and not repeat what clearly turned out to be a 

mistake in the last A P S  general rate proceeding. 

AECC/Phelps Dodge’s opposition to the requested changes in the PSA to 

exempt renewable energy PPAs and the demand component of competitively- 

acquired PPAs does not directly contest the Company’s underlying rationale for 

seeking these exemptions but rather suggests that if A P S  wished such a 

modification of the 90/10 sharing process, it should have done so in the last 

case. In responding, I will frrst reiterate the policy reasons behind our original 

request and then address the argument that A P S  should have requested these 

exemptions in the last rate proceeding. 

There is no disagreement that as a general proposition, renewable PPAs will 

have higher per kWh prices than does purchased power from “conventional” 

resources. Likewise, this Commission has clearly supported and even required 

the acquisition by A P S  of renewable energy despite its higher cost. I believe it is 

inconsistent and counter-productive to the goals of promoting renewable energy 

to impose what is little more than a 10% penalty on the acquisition of new 

renewable energy. 

With respect to the conventional resource PPAs, by competitively acquiring 

these resources from the market, APS has already done all it can to minimize the 

capacity cost of these incremental purchased power resources. Any attempt to 

further “incent” A P S  through 90/10 sharing is pointless. As with renewables, it 

is in effect a 10% penalty. In contrast, APS can influence the energy prices 

associated with these PPAs by prudent acquisition of fuel and economically- 
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Q* 
A. 

justified dispatch of that energy. That is why A P S  only proposed to exempt the 

fixed demand charge component of these PPAs from the 90/10 sharing process. 

At the time of the last rate proceeding, it was not evident to APS that both fixed 

capacity costs and renewable energy costs would be as prominent of 

components to the overall resource mix as is now clearly the case. The fact that 

A P S ,  or for that matter other parties, did not make a proposal in some prior case 

has never foreclosed them from making it in a subsequent rate proceeding. For 

example, AECCPhelps Dodge have suggested rate design modifications in this 

case that it also did not propose in the last case and which certainly did not 

appear in the final settlement of that case or in Decision No. 67744. 
I 

A P S  is not opposed in principle to having the cost of even EPS/RES-eligible 

renewables recovered through the PSA. A P S  would note that this would be a 

departure from current practice and would tend to obscure the higher cost of 

renewable resources from customers. 

WHAT ABOUT STAFF’S PROPOSAL? 

As I discussed in my summary, there was little detail concerning the Staffs 

proposed modifications to the PSA other than a change to using projected costs 

to establish the Annual PSA Adjustor. Through discovery, A P S  has learned 

some additional information but must still “fill in the blanks” with some logical 

assumptions concerning the scope of the changes to the PSA necessary to 

implement the Staff proposal in a comprehensive fashion. With these 

assumptions, A P S  believes that Staff is suggesting: 

(1) a base fuel rate based on 2006 costs of $.027975 er kWh, 
which includes normalizations for maintenance and weat 8 er but not 
all annualizations of known and measurable changes during 2006 or 
for known and measurable changes during 2007; 
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(2) a 2007 Annual PSA Adjustor of $.005137 per kWh based on a 
forecast of 2007 sales and fuel costs ($.004099 in Mr. Antonuk’s 
testimony, which Mr. Ewen has corrected in his Rebuttal 
Testimony); 

(3) a second adjustor of approximately $.004 per kWh, implemented 
on February 1, 2007, to recover the unrecovered balance of 2006 
he1 costs after expirption of the Interim PSA Adjustor approved by 
Decision No. 68685; 

(4) future annual PSA adjustors based on projected he1 costs and 
sales, which would be implemented February 1’‘ of years after 2007 
and concurrent with any adjustor necessary to reconcile the actual 
recovery of costs by the annual adjustor with the forecasted recovery 
of costs; 

( 5 )  under or over-collections of fuel costs by either the 
prospectively-set PSA adjustor or the February 1,2007 Annual PSA 

flow into the Paragraph 19(d) Balancing Account 
to the existing PSA surcharge procedures (absent, 

PSA surcharge application requirement 
discussed below and earlier in my Rebuttal Testimony) 

(6) the 9040 sharin provision would only apply to costs above or 

subsequent years’ annual PSA adjustments; 

(7) both the annual four mill limit on the PSA adjustor and the 
cumulative four mill limit would be eliminated; 

below the level of P orecasted costs used to establish the 2007 and 

(8) the Total Fuel Recovery Cap would be eliminated; 

(9) the requirement that A P S  file a PSA surchar e application if the 
Paragraph 19(d) Balancing Account exceeded P 100 million would 
be eliminated; 

(10) the existing and pending PSA surchar es would be unaffected 
by the changes in the PSA, although r5 taff is proposing that 
approximately $27 million of the pending “Ste 2” surchar e request 
be approved and implemented concurrent wit ! a final or f er in this 
proceeding. 

Obviously, the Base Fuel Rate created by the Staff proposal would greatly 

understate fuel costs during 2007. A P S  believes it is more appropriate to 
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use the Company’s proposed base fuel rate of $.033 112 as set forth in Mr. 

Ewen’s Rebuttal Testimony. But if the Commission adopts the Staft’s 

. proposed base fuel rate, it is critical that the 2007 PSA Adjustor based on 

2007 costs be implemented concurrently with the new Base Fuel Rate. It is 

similarly important that the 90/10 sharing provision be implemented as 

described above if the Staff proposal is not to result in an automatic 

disallowance of costs during 2007 and in future years. We M e r  believe 

that modification of the 90/10 sharing provision in the manner envisioned 

above would address much of our concerns about the inclusion of 

renewable PPA costs and PPA demand costs in the calculation of the 90/10 

sharing. 

With the caveats described above, and assuming A P S  has correctly filled in 

the missing elements in the Staff PSA proposal, the Company finds Staffs 

PSA proposal, if implemented as a package, to be a constructive 

improvement over the current PSA structure. That is why APS has drafted a 

Plan of Administration for the Staff proposal and attempted to insert some 

needed detail into a general concept that, although different from that 

suggested by APS, would be capable of accomplishing many of the same 

goals. 

As I indicated earlier, APS continues to favor its own PSA 

recommendations as requiring fewer changes to the existing PSA structure. 

Moreover, if Staffs proposal is adopted piecemeal, or if the Company is 

The net impact of the two PSA adjustors described above should recognize the expiration of the Interim PSA 
Adjustor of seven mills. Thus, these two adjustors would increase the PSA charges by approximately $.002137 
per kWh, or just over two mills as compared to the Interim PSA Adjustor. 
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IV. 

Q* 
A. 

Q. 

A. 

mistaken about the Staff position with regard to the application of the 90/10 

sharing procedure, and especially if the 2007 PSA adjustor of roughly five 

mills is not implemented concurrent with the new Base Fuel Rate as part of 

this proceeding, APS is far less favorably disposed to the Staff proposal. 

Under these latter circumstances, what we are left with is essentially a 

woefidly inadequate Base Fuel Rate and some vague suggestions for fhture 

reforms to the PSA. As can be seen by Mr. Brandt’s analyses in his 

Rebuttal Testimony, the financial results for A P S  and the eventual costs to 

A P S  customers from such a situation would be unacceptable for a utility 

with the tremendous capital needs and service responsibilities of A P S .  

CONCLUSION 

DO YOU HAVE ANY CONCLUDING REMARKS? 

Yes. APS has made a comprehensive proposal to update base fuel costs and 

implement certain changes to the PSA to make that mechanism more effective in 

its timely collection of prudent fuel costs and to eliminate some of the inequities 

in its current application. Staff has also made a general proposal with regard to 

the PSA that, with the additional provisions I have described in my Rebuttal 

Testimony, could be an acceptable alternative to the APS proposal. 

DOES THAT CONCLUDE YOUR PREFILED REBUTTAL TESTIMONY 
IN THIS PROCEEDING? 

Yes. 
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I. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

11. 

Q* 

A. 

REJOINDER TESTIMONY OF DONALD G. ROBINSON 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

(Docket No. E-0 1345A-05-08 16) 
(Docket No. E-01345A-05-0826) 
(Docket No. E-01345A-05-0827) 

INTRODUCTION 

PLEASE STATE YOUR NAME, OCCUPATION AND ADDRESS. 

My name is Donald G Robinson. I am Vice President of Planning for Arizona 

Public Service Company (“APS” or “Company”). I have responsibility for 

Corporate Planning, Resource Acquisition, Resource Planning, Budgets, 

Forecasts, Energy Risk Management and New Business Ventures. My business 

address is 400 North Fifth Street, Phoenix, Arizona 85004. 

DID YOU FILE DIRECT AND REBUTTAL TESTIMONY IN THIS 
PROCEEDING? 

Yes. 

WHAT IS THE PURPOSE OF YOUR REJOINDER? 

The purpose of my rejoinder is to comment on some of the PSA issues raised by 

the other parties in their surrebuttal testimony. 

SUMMARY OF REJOTNDER TESTIMONY 

WOULD YOU PLEASE SUMMARIZE YOUR REJOINDER 
TESTIMONY? 

My rejoinder testimony continues to maintain that the Company’s PSA proposal, 

as modified in my Rebuttal Testimony, should be adopted and is supported in 

several of its key provisions by the parties filing testimony on the PSA. I also 

discuss certain structures that must be present if the Commission decides to 

adopt the Staff proposal. Finally, I re-emphasize the need to set the base fbel rate 
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111. 

Q- 

A. 

Q. 

A. 

Q* 

A. 

at E? level that will allow the Company to recover its 2007 fuel and purchased 

power costs on a timely basis. 

CHANGES TO THE PSA 

HAVE YOU REVIEWED THE SURREBUTTAL TESTIMONY OF THE 
PARTIES CONCERNING CHANGES TO THE PSA? 

Yes I have. Both RUCO and AECC have expressed issues with the proposed 

changes to the PSA suggested by Staff. RUCO has stated its opposition to the 

Staff approach and AECC indicates that they have “serious concerns”. Staffs 

testimony clarifies certain elements of their proposal, although Staff has not yet 

presented a detailed Plan of Administration, which would hopehlly allow the 

parties to have a complete understanding of Staffs PSA proposal. 

WHAT CHANGES TO THE PSA DOES THE COMPANY BELIEVE 
SHOULD BE ADOPTED? 

I believe that it is most appropriate for the Commission to accept the Company’s 

proposal with the modifications contained in my Rebuttal Testimony. Our 

proposal would improve the existing PSA, is easily implemented with only 

minor changes to the already-approved Plan of Administration and appears to 

have the complete support of RUCO’ as well as significant support from other 

parties filing testimony. 

IF THE COMMISSION WERE TO ADOPT THE STAFF PROPOSAL, 
WHAT COMPONENTS WOULD NEED TO BE INCLUDED? 

I think that the following components would be necessary to effectively 

implement the Staff proposal. First, the Commission must either set the base fuel 

’ RUCO does have a different base fuel number than that proposed by APS, although the difference appears more 
one of timing than substantive disagreement on methodology. 
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IV. 

Q. 

A. 

Q. 
A. 

rate and the prospective adjustor at the same time or, alternatively, adopt A P S ’  

level of base fuel costs and implement a prospective PSA adjustor in 2008. 

Second, there also needs to be a specific retrospective adjustor mechanism that 

deals with unrecovered historical costs from 2005 and 2006. Finally, there 

should be a well-defined process with dates for filing, reviewing and approving 

the prospective and retrospective adjustors in future years. 

BASE FUEL RATE 

STAFF HAS SUGGESTED SETTING THE PROSPECTIVE 2007 PRICE 
FOR FUEL AND PURCHASED POWER BASED ON A SEPTEMBER 30, 
2006, FORECAST OF PRICES. DO YOU AGREE? 

Yes. I believe the base fuel rate of 3.25$/kwh contained in Mr. Ewen’s rejoinder 

should be used. This is the most recent period available and should provide the 

Company the best chance of recovering its costs in a timely manner. 

Setting the base fuel rate too low in the Company’s last rate case led to the 

massive deferrals which resulted in our emergency rate request and surcharge 

applications. Given the Company’s tenuous financial position, I can see no 

reason why the Commission would not want to use the most recent information 

in setting the base fuel rate. 

DOES THAT CONCLUDE YOUR REJOINDER? 

Yes. 

3 



Revenues from Base Rate Increase and the PSA Mechanism Contained in the 
FFO to Debt Graph from page 10 of Brandt Rebuttal Testimony 

$ in millions 

2006 2007 2008 

APS' Rebuttal ProDosal of 21.2% 
21.2% Rate increase assumed effective 5/1/07 

Revenues from prospective piece of psa adjustor 
Subtotal 
Revenues from existing historic piece of psa adjustor 
Revenues from psa surcharges 
Total 

(includes EPS and EIC) 

Staffs Direct Testimonv ProDosal of 9.8% 
9.6% Rate increase assumed effective 5/1/07 
Revenues from prospective piece of psa adjustor 
Subtotal 
Revenues from existing historic piece of psa adjustor 
Revenues from psa surcharges (includes staff disallowance) 
0.2% EPS 
Total 

Ruco's Direct Testimonv ProDosal of 10.9% 
10.9% Rate increase assumed effective 5/1/07 
Revenues from prospective piece of psa adjustor 
Subtotal 
Revenues from existing historic piece of psa adjustor 
Revenues from psa surcharges 
Total 

357 504 

357 504 
247 115 90 
13 38 11 

260 51 0 605 

161 228 
113 197 
274 425 

247 115 86 
13 25 7 

3 4 
260 41 7 522 

183 259 

183 259 
247 115 112 
13 38 11 

260 336 382 

EXHIBIT [G] 
C:\Documents and Settings\wmaledon\Local Settings\Temporary Internet Fileskev DEB reb page 10 ffo to debt 

graph.xls 



Case 1:03-cv-02832-RHH Document 1-1 F’e 12/1 2003 Pa e 1 of 13 O~IGINAB 
1 
1 ARIZONA PUBLIC SERVICE COMPANY, 

400 North Fifth Street 
Phoenix, Arizona 85004 

Plaintiff, 
V. 

UNITED STATES OF AMERICA, 

Defendant. 

1 Judge: 
1 
1 
1 

COMPLAINT 

Plaintiff, Arizona Public Service Company (“APS“), through undersigned 

counsel, and on behalf of itself and the other co-owners of the Palo Verde Nuclear 

Generating Station (“PVNGS’ or “Palo Verde”) identified in Paragraph 10 herein, files 

this Complaint against the Defendant, the United States of America, acting tbrough the 

United States Department of Energy (“DOE”), and states as follows: 

NATURE OF THE CASE 

1. 

without just compensation. Pursuant to the Nuclear Waste Policy Act of 1982, as 

amended, 42 U.S.C. 80 10101 et seq. (“NWPA”), the DOE entered into a written 

contract, known as the Standard Contract for Disposal of Spent Nuclear Fuel and/or High 

Level Waste (the “Contract” or “Standard Contract”), witb the owners of PVNGS on July 

21,1984. Pursuant to the terms of the Standard Contract, the Government was to begin 

accepting and disposing of spent nuclear fuel and high level waste (collectively for these 

This is an action for partial material breach of contract and taking of property 

1 

. .  

EXHIBIT 1-1 
. .  



Case 1 :03-cv-02832-RHH Document 1-1 Filed 12/18/2003 Page 2 of 13 

purposes, “W) generated by PVNGS on or before January 3 1,1998, in exchange for 

agreed payments fvred in the Standard Contract at particular amounts. Plaintiff honored 

all of its contractual obligations under the Standard Contract. The government has 

breached the Standard Contract by failing to accept SNF for disposal as required. 

2. The government partially breached the Standard Contract when it failed to 

begin to perform its contractual duty to dispose of the SM; by January 3 1 , 1998, and then 

announced that it does not intend to filfill its contract obligations prior to, at the earliest, 

the year 2010, and perhaps much later-fa longer than any reasonable time within which 

to begin pedormance. DOE has yet to accept or dispose of any of Palo Verde’s SNF. 

3. The government’s failure to perform breached both the express terms of 

the Standard Contract and its implied contractual duty of good faith and fair dealing. 

4. The government has also failed to tender just compensation for the fact 

that the government, by forcing Plaintiff to store SNF on real property that would 

otherwise be put to productive economic uses, has taken the real property on which 

Plaintifl must store the SNF. 

5. Far r W ,  Plaintiffseek (i) damages .to cDIllpeflsate it 6 r  the injury 

caused by the government; (ii) an amount equal to the amount by which the government 

has benefited itself by unilaterally extending, by many years, the time that it will have the 

use of Plaintiffs money; and (iii) just compensation for the taking of the real property 

used for continued storage of SNF. Plaintiff also seeks such other and €&%her relief as 

the Court may deem just and appropriate. Finally, Plaintiff preserves, retains, and asserts 

all of its rights to the government’s performance pursuant to the NWPA and the Standard 

Contract. 

1-WAl2084802.1 2 
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JURISDICTION 

6. This Court has jurisdiction over the subject matter of this action under 28 

U.S.C. Q 1491(a)(1). This action is brought by Plaintiff within six years of the date of the 

breach, in accordance with 28 U.S.C. 0 2501. 

7. Plaintiff may seek damages without exhausting any administrative 

remedies because DOE’S complete failure to begin acceptance and disposal of Palo 

Verde’s SNF is a partial material breach of the Standard Contract, and the claim does not 

“arise under” the Standard Contract. Maine Yankee Atomic Power Co. v. U. S., 225 F.3d 

1336 (Fed. Cir. 2000); Northern States Power Co. v. U. S, 224 F.3d 1361 (Fed. Cir. 

2000). 

8. Furthermore, Article XI of the Standard Contract states, “[n]othing in this 

contract shall be construed to preclude either party from asserting its rights and remedies 

under the contract or at law.” Pursuant to this provision, Plaintiff is entitled to pursue its 

legal claims without exhausting any administrative remedies. 

PARTIES 

9. APS is an Arizanacarparation andis a wholly-ad subsidiary of 

Pinnacle West Capital Corporation, also an Arizona corporation. 

10. APS is one of seven co-owners of Palo Verde and executed the Standard * 

Contract with DOE as the designated Purchaser with Ml authority to act on behalf of 

itself and the other co-owners of PVNGS who are also parties to the Standard Contract. 

The other co-owners of Palo Verde (sometimes refmed to herein as the “PVNGS co- 

owners”) are: Sdt River Project Agricultural Improvement and Power District, El Pas0 

Electric Company, Southern California Edison Company, Public Service Company of 

3 1-WAno84802.1 
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New Mexico, Southern California Public Power Authority, and Los Angeles Department 

of Water and Public Power. APS is authorized to act on behalf of the PVNGS co-owners 

for these purposes. 

1 1. Defendant is the United States of America, acting by and through the 

DOE. (Defendant may be referred to interchangeably in this Complaint as the United 

States, DOE, or the govemment.) 

STATEMENT OF FACTS 

12. Since enactment of the Atomic Energy Act of 1954, the government has 

encouraged the development of commercial reactor technology in the United States. The 

three PVNGS commercial reactors were constructed and are operated pursuant to licenses 

issued by the Nuclear Regulatory Commission (“NRC”). 

13. SNF is generated at the PVNGS as a byproduct of the operation of the 

three reactors, and remains stored there now. SNF is composed, in significant part, of 

uranium and plutonium and other highly radioactive substances. SNF remains 

radioactive after it is removed from a nuclear reactor and must be isolated in safe disposal 

facilities for an indehite period. 

The Government’s ObIipations Under the Standard Contract 

14. In 1982, Congress enacted the NWPA, codifying and confdng the 

Federal Government’s long-standing commitment to accept responsibility and provide for 

the timely disposition of civilian SNF. See 42 U.S.C. 6 10101 et. seq. The NWPA 

provides that the generators and owners of SNF have the primary responsibility to 

provide far “the interim storage of such waste and spent fuel until such waste and spent 

1 -WAIz084802.1 4 
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he1 is accepted by [DOE] in accordance with the provisions of this Act.” 42 U.S.C. 

8 10131(a)(5). 

15, Pursuant to Section 302 of the NWPA (42 U.S.C. Q 10222), the 

Government in 1983 developed the Standard Contract. The Standard Contract prescribes 

the payment of certain fees into the Nuclear Waste Fund based on specified criteria, 

primarily megawatts-electric (MWe) generated, and the acceptance and disposition of 

SNF by the Government. See 10 C.F.R. Q 961.11. Reactor operators were required to 

enter into these Contracts or risk losing their NRC operating licenses. 

16. These contracts were to provide for the payment of fees by the utilities 

into a fund established by the M A - t h e  Nuclear Waste Fund-to cover the costs of 

siting, developing, constructing, and operating the federal waste management and 

disposal facilities. The Fund was also to cover transportation of SNF from commercial 

nuclear power plants to the federal disposal facilities. 

17. DOE entered into the Standard Contract at issue here with APS and the 

PVNGS co-owners in 1984. 

18. Article N of the Standard coatmct sets out the R v & b i f i h  d$he 

Parties. Section A of Article IV establishes the Purchaser’s Responsibilities, including 

payment of certain fees. 

19. APS and the PVNGS co-owners have fully complied with all of their 

obligations under the Standard Contrict, including the payment of required fees. 

20. To date, pursuant to the Standard Contract, APS and the PVNGS co- 

owners have paid well over $300 million into the Nuclear Waste Fund, in connection 

with electricity generated at Palo Verde. 

5 
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2 1. The Standard Contract for the PVNGS obligates the Government to 

commence acceptance and disposal of SNF by January 3 1,1998 in accordance with the 

priority established by DOE. E.g., Standard Contract Art. II, Art. IV.B.S(a). 

22. The Standard Contract provided that the DOE was to begin accepting SNF 

no later than January 3 1,1998 and to continue ‘‘until such time as all SNF andor HLW 

pgh level radioactive waste] ftom the civilian nuclear power reactors . . . has been 

disposed of.” Standard Contract, Art. II. 

DOE’S Partial Material Breach of  the Standard Contract 

An important element of the M A  was the initial devefopment of waste 23. 

disposal facilities according to a f m  and fixed schedule. DOE quickly fell behind that 

schedule, fbiling to meet nearly every one of the early milestones established by the 

NWPA. 

24. In late 1993 and early 1994, DOE began to take actions both recognizing 

that it would not meet the January 3 1 , 1998 deadline for acceptance of SNF, and 

tentatively asserting it may have no obligation to meet that deadline absent an operationd 

repository o r ~ f ~ ~ .  

25. In a joint letter to DOE, dated November 19,1993, a number of utility, 

regulatory, and state officials requested that DOE address its responsibilities for 

accepting and disposing of SNF. 

26. On May 25, 1994, DOE published a Notice of Inquiry (“NOX”) to elicit 

views of affected parties on matters relating to the continued storage of SNF at reactor 

sites beyond 1998. See 59 Fed. Reg. 27,007 (1994). DOE noted in its NO1 its 

‘‘preliminary view” that it had no statutory obligation to accept SNF by the 1998 deadline 

6 
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in the absence of an operational repository or other facility constructed under the Act, 

27. On April 28,1995, DOE compIeted the NO1 process by issuing its “Final 

Interpretation.” The Final Interpretation proceeded fiom the premise that DOE would not 

be able to begin accepting SNF by the January 3 1,1998 date established in the Act. See 

60 Fed. Reg. 2 1,793 (1 995). Instead, DOE announced “that it does not have a legal 

obligation under. . . the Act . . . to begin disposal of SNF by January 3 1 , 1998, in the 

absence of a repository or interim storage facility constructed under the m A ] . ”  Id. at 

2 1,794. 

28. DOE’S position was challenged by several utilities in a lawsuit brought 

before the United States Court of Appeals for the District of Columbia, which ruled that 

the NWPA imposed an unconditional obligation on DOE to begin accepting SNF on or 

before January 3 1 , 1998. See Indiana Michigan Power Co. v. U. S. Dept. of Energy, 88 

F.3d 1272 @.C. Cir. 1996). 

29. In response to the Indiana Michigan decision, on December 17, 1996, 

DOE issued a letter to Standard Contract holders stating: “Pursuant to Article IX of the 

S t a n M  Contract, this Mer is to advise you that DOE antkipates-that.it will be unable 

to begin acceptance of SNF for disposal in a repository or interim storage facility by 

January 3 1,1998.” DOE subsequently stated that “this delay was due to circumstances 

beyond the reasonable control of DOE and therefore the anticipated delay was 

‘unavoidable’ within the meaning of ArticIe IX of the Standard Contract.” 

30. On January 3 I, 1997, a number of utilities filed a petition with the D.C. 

Circuit for a Writ of Mandamus to compel DOE to comply with the mandate in Indiana 

Michigan. 

1 -WAn084802.I 7 
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3 1. On June 3,1997, while the mandamus proceeding was pending, DOE 

issued a Preliminary Determination that DOE’s delay in beginning SNF disposal was 

“unavoidable.” 

32. On November 14,1997, the D.C. Circuit issued its decision in Northern 

States Power Co. Y. U. S. Dept. ofEnergy, 128 F.3d 754 @.C. Cir. 1997) in response to 

the Writ of Mandamus filed by utilities, rejecting DOE’s June 3,1997 PreIiminary 

Determination. 

33. The Court in Northern States Power expressed dissatisfaction with DOE’s 

response to the Indiana Michigan decision. The Court stated 

After issuing our decision in Indiana Michigan, we would have 
expected that the Department would proceed as if it had just been 
told that it had an unconditional obligation to take the nuclear 
materials by the January 31,1998 deadline. Not so. Quite the 
contrary. . . the contractual obligations created consistently with 
the statutory contemplation leave no room for DOE to argue that it 
does not have a clear duty to take the SNF &om the owners and 
generators by the deadline imposed by Congress.. .We held in 
Indiana Michigan that the NWPA imposes an unconditional duty 
on DOE to assume an unqualified obligation to take materials by 
the statutory deadline.. . 

Id at 757 - 760, 

34. The Court refused to accept DOE’s defense of unavoidability, finding the 

defense merely a recycled argument which had been previously rejected by the Court in 

Indiana Michigan. 

35. The Court invalidated DOE’s interpretation of the “unavoidable delays” 

clause because it would “absolve itself from bearing the costs of its delay if the delay is 

caused by the government’s own acts.” Id. at 760. 

36. The Court, in applying the mandamus test, did not grant all of the relief 

requested by petitioners. While the Court found that there was a clear right to relief and a 

clear duty to act, it also found that the Standard Contract presents “another potentially 

8 1-wAi2oa4802.1 
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adequate remedy.” Id. at 759. The Court held that the petitioners must, in the fmt 

instance, pursue contract-based remedies. 

37. January 3 1 I 1998, came and went without DOE accepting any SNF from 

any Standard Contract holder, including any SNF from the PVNGS. 

38. A number of Standard Contract holders have filed and pursued lawsuits 

against the DOE in this Court. 

39. On August 3 1,2000, the United States Court of Appeals for the Federal 

Circuit issued companion decisions in Maine Yankee Atomic Power Co. v. U. S., 225 F.3d 

1336 (Fed. Cir. 2000) and Northern States Power Co. v. U. S., 224 F.3d 1361 (Fed. Cir. 

ZOOO), effectively holding that the DOE is liable for breach of the Standard Contract and 

that claims for damages should be pursued through lawsuits in the Court of Federal 

Claims. In these opinions, which resolved divergent holdings of two Court of Federal 

Claims judges and became final in December 2000, the Federal Circuit concluded that 

claims against DOE in these circumstances do not “arise under” the contracts, and may 

therefore be brought directly in court. 

40. The rationale, articulated in the Maine Yankee decision, was that the 

DOE’S across-the-board failure to begin taking fuel was not a “delay” as that term is used 

mthe Standard Consact. Rather, the “delay” tenn of thc Standard Contract contcmp€ates 

the sort of routine delays one might expect to arise in connection with acceptance of fuel 

fkom individual utilities, i.e., after programmatic performance by the DOE had 

commenced. 

4 1. The Federal Circuit’s Northern States Power decision adopted the 

rationale of the Maine Yankee decision on the jurisdictional issue, reversing the lower 

court. It also reiterated the unconditional obligation of the DOE as expressed by the D.C. 

Circuit, and accordingly af€irmed the ruling in plaintiffs favor on liability for breach of 

contract. 

9 
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42. DOE continues to refuse to provide a firm date for commencing the 

disposal of SNF fkom the PVNGS. 

Damages Caused bv DOE’s Partial Material Breach 

43. Plaintiff has complied with its obligations under the Standard Contract but 

has not received DOE’s promised performance. DOE’s partial material breach of its 

statutory and contractual obligations has required Plaintiff to take actions, at substantial 

cost, to maintain the SNF at the PVNGS. 

44. The damages incurred by Plaintiff as a direct and proximate result of 

Defendant’s breach include, but are not limited to, costs associated with materials, 

engineering, acquisition, planning, training, wages, health physics, surveillance 

monitoring and testing, security, environmental monitoring, insurance, overhead, 

regulatory oversight, maintenance, finance, consultants, and taxes, including design, 

construction and operation of dry SNF storage at an Independent Spent Fuel Storage 

Installation (ISFSI) and purchase of associated dry storage casks, delayed 

decommissioning, potential loss of value of the PVNGS premises and of PIaintiff itself, 

higher costs of capital, and potential increased risk of exposure and Iiability associated 

with storage of SNF. 

CLMSQBR REWE4 

COUNT I 

(Partial Material Breach of Express Written Contract) 

45. 

46. 

Plaintiff repeats and re-alleges paragraphs 1 through 44 above. 

The Standard Contract is a valid and binding contract between Plaintiff 

and Defendant. 

47. ”he Standard Contract required Defendant to commence accepting SNF 
on or before January 31,1998. 

1 -WAn084802.l 
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48. Plaintiff has complied and continues to comply with all of its obligations 

under the Standard Contract. 

49. Defendant, which has an unconditional obligation to commence accepting 

SNF by January 31,1998, has not accepted any SNF fiom the PVNGS. 

50. Defendant’s failure to perfom the services contemplated by the Standard 

Contract on or before January 3 1,1998 constitutes a partial material breach of the 

Standard Contract by Defendant. 

5 1. Plaintiff has incurred, and will continue to incur, significant damages as a 

direct and proximate result of Defendant’s partial material breach of the Standard 

Contract. 

52. As a direct and proximate cause of Defendant’s partial material breach, 

Plaintiff has suffered and will continue to suffer damages in an amount to be proven at 

trial. 
COUNT XI 

(Breach of the Implied Covenant of Good Faith and Fair Dealing) 

53. 

54. 

Plaintiff repeats and re-alleges paragraphs 1 through 52 above. 

The Standard Contract between Plaintiff and Defendant contains an 

implied covenant of good faith and fair dealing, pursuant to which Defendant has a duty 

to perform its obligations under the Contract in good faith and not to take actions 

detrimental to PlainWs contractual rights. Defendant has breached the covenant of 

good faith and fair dealing by failing and refusing to take reasonable steps to meet the 

contractual deadline for beginning to dispose of S W ,  by consistently attempting to avoid 

its obligations under the Contract as defined by the D.C. Circuit; and by failing to take 

steps that it could have taken to dispose of SNF from the PVNGS or even to provide 

Plaintiff with a firm date on which Defendant will begin to do so. 

1-wAr2084802.1 11 
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55. Defendant’s failure to act has not been the result of technical inability, 

legal impediment, or inadequate resources. DOE annual expenditures from the Nuclear 

Waste Fund have consistently been well below the level of annual receipts into the 

Nuclear Waste Fund. There are ample funds available to DOE to comply with its 

contractual obligations. 

56. In contrast to Defendant’s failure to take any action to meet its contractwl 

commitments to Plaintiff, Defendant has taken action to receive, transport and store SNF 

Born other entities. For example, Defendant has accepted and stored SNF h r n  domestic 

and foreign research reactors. 

57. As a direct and proximate result of Defendant’s breach of the implied 

covenant of good faitb and fair dealing, Plaintiff has suffered and will continue to suffer 

damages as alleged above. 

COUNT IU 

(Taking Without Just Compensation of Rea1 Property) 

Plaintiff repeats and re-alleges paragraphs 1 through 57 above. 

The Government was and is unequivocally obligated to commence 

58. 

59. 

acceptance and disposal of SNF fkom the PVNGS. 

60. The Govement’s faiiure tcrhonor its comrmtrn * entswas,~mlrtinnesto 

be, unnecessary and extraordinary. 

61. The Government’s failure and rehsal to comply with its obligations for 

acceptance and disposal of SNF h m  the PVNGS has deprived, and will continue to 

deprive, APS and the PVNGS co-owners of the fill value and economic use of the red 

property on which the SM; is stored at the PVNGS. That real property has other and 

better uses, which cannot be pursued due to DOE’S actions. 

62. By reason of the foregoing, Defendant’s failure to dispose of SNF from 

the PVNGS amounts to a Fifth Amendment taking of Plaintiffs real property on which 

1-WAnO84802.1 12 
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the PVNGS is located, without just compensation. Plaintiff is entitled to just 

compensation for this taking in an amount to be established at trial. 

PRAYER FOR RELIEF 

WHEREFORE, Plaintiff respectfblly requests that the Court enter judgment in its 

favor and against Defendant, the United States, in an amount to be determined in further 

proceedings, together with such additional costs, fees, and other relief as the Court may 

deem just and appropriate. 

Respectfully sulsnyited, 

1 11 I P&ylva~$ Avenue, N.W. 
Washington, DC .20004 
(202) 739-5191 Telephone 
(202) 739-3001 Facsimile 

December 18,2003 

Of Counsel: 

Paul M. Bessette 
MORGAN, LEWIS & BOCKTUS LLP 

Kenneth C. Manne 
PINNACLE WEST CAPITAL CORPORATION 

Attorneys for Plaintiff 
Arizona Public Service Company 

l-WFd20848M. 1 
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19 about act ions by the  Commission. 

20 what have your discussions been as i t  concerns 

2 1  the  outages a t  Palo Verde, and how has t h a t  impacted 

22 

23 MR. BRANDT: That 's a good question. I n  the  

24 pub l i ca t i on  t h i s  morning, t he  s&P pub l i ca t i on  t h i s  

25 morning, they mentioned -- i t ' s  here somewhere. 

t h e i  r deci s i  on t o  downgrade? 

1 

2 
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10 

11 

1 2  

1 3  

14 

1 5  

16 

1 7  

18 

19 
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on Page 2,  the t h i r d  b u l l e t :  what assumptions 

does Standard & Poor's make about the performance o f  

APS's generation assets i n  est imat ing deferred balances? 

And they say: S&P estimates are assumed -- 

excuse me -- Standard & Poor's estimates assume normal 

operat ional  performance a t  APS's generation f l e e t .  

Forced outages could increase deferred balances. 

This morning there was a comment about the 

December Z l s t  pub l i ca t i on  o f  t h e i  r s  t h a t  mentioned the 

Palo verde performance through 2005. 

issued and I spoke w i t h  both Anne S e l t i n g  and her boss 

i n  New York, Richard c o r t r i g h t ,  I was t o l d  t h a t  Palo 

verde operat ional  performance i n  2005 had absolute ly  no 

impact on t h e i r  decis ion t o  downgrade us on 

December Z l s t .  

A f t e r  t h a t  was 

And as y o u ' l l  see i n  the  f i r s t  paragraph o f  

t h i s  pub l i ca t ion  t h i s  morning, they, I bel ieve,  

confirmed t h a t  i n  so many words. They say: On December 

21, 2005, standard & Poor's Rat ing Services lowered the 

Page 145 
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corporate c r e d i t  ra t ings  on APS and i t s  parent Pinnacle 20 

2 1  west cap i ta l  Corporation by one notch t o  BBB-minus. 

22 This ac t ion  re f l ec ted  three fac to rs :  Growing f u e l  and 

23 

24 

25 Arizona Corporation commission i n  2005 -- 

purchased power de fer ra ls  which are weakening f i n a n c i a l  

performance i n  2005 and 2006; the l ack  o f  ac t ion  by the 

ARIZONA REPORTING SERVICE, I N C .  (602) 274-9944 
www. az- repor t i  ng. com .Phoenix, A2 
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20 

COM. MUNDELL: what i s  the purchased power 

de fer ra l  ? 

MR. BRANDT: That 's the  de fe r ra l  balances we've 

been t a l k i n g  about. 

COM. MUNDELL: okay. 

COM. MAYES: To t h i s  po in t ,  does t h a t  inc lude 

purchases t h a t  have t o  be made because palo verde i s  out  

o r  down? 

COM. MUNDELL: That 's what I meant by my 

question. I understand what i t  means, but  i s n ' t  there 

some re la t i onsh ip  between palo verde being out and -- 

COM. MAYES: And your de fer ra ls  r i s i n g ?  

MR. BRANDT: w e l l ,  they know what the de fer ra ls  

are a t  year end. 

COM. MAYES: Again, t o  t h i s  po in t ,  

Commissioner. 

question the judgment o f  Standard & Poor's here i f  

they ' re  r e a l l y  saying t h a t  they don ' t  care how o f ten  

Palo verde i s  out.  

me. M r .  Davis j u s t  avowed e a r l i e r  t h a t  t h i s  i s  cos t ing  

Page 146 
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EXHIBIT Q .  So if you combine that -- that discussion 

happened when? The DEB-7 is from what time? 

A. December 21st, 2005. 

Q. And that was during the initial downgrade. 

Is that correct? 

A. Correct. 

Q. So when you look at all three of these 

reports together, would you, you would say that all 

three of these issues, both the credit downgrade and 

the business rating change considered scheduled or 

unscheduled outages and performance at Palo Verde when 

they made their decisions. 

A. The business profile changed did not 

consider that above and the downgrade on December 21st 

did not consider that. 

Q. Didn't you tell me that on the, page two 

they talk about the business, weakened business 

profile is directly related to the performance at Palo 

* Verde in 2005? 

A. Yes. 

Q. So now you're saying that that, the business 

profile didn't have anything to do with Palo Verde 

performance? 

A. Not the change in the business profile 

25 rating, no. That in and of itself, no. That wasn't 
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even a mterial item as it was explained to me by the 

people at Standard & Poor's. 

Q. Now, in this docket is there any discussion, 

in your understanding, any discussion about the 

performance at Palo Verde? Is that an item before 

this Commission at this time? 

A. I don't think it's part of -- well, people 

have raised the issue, but I don't think it's 

necessarily germane to the topic at hand for this 

emergency interim application. 

Q. Would you agree with me that a permanent 

rate case is an appropriate place to discuss the 

operational issues or the unscheduled outages that 

face generating units of APS? 

A. That could be one of a number of places. 

LT. COL. WHITE: Thank you. I have nothing 

further. 

CALJ FARMER: Mr. Wakefield. 

MR. WAKEFIELD: Thank you. 

CROSS-EXAMINATION 

Q. (BY MR. WAKEFIELD) Good afternoon, 

Mr. Brandt. 

A. Good afternoon. 
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Sec. 118. Contributions to the capital 
of a corporation k 

TITLE 26, Subtitle A, CHAPTER I ,  Subchapter B, PARTIII, Sec. 118. 

STATUTE EXHIBIT 

(a) General rule 
In the case of a corporation, gross income does not include any 
contribution to the capital of the taxpayer. 

@) Contributions in aid of construction, etc. 
For purposes of subsection (a), except as provided in subsection (c), the 
term "contribution to the capital of the taxpayer" does not include any 
contribution in aid of construction or any other contribution as a 
customer or potential customer. 

(e)  Special rules for water and sewerage disposal utilities 
(1) General rule 

For purposes of this section, the term "contribution to the capital of 
the taxpayer" includes any amount of money or other property 
received from any person (whether or not a shareholder) by a 
regulated public utility which provides water or sewerage disposal 
services if - 

(A) such amount is a contribution in aid of construction, 
(€3) in the case of contribution of property other than water or 

sewerage .disposal facilities, such amount meets the 
requirements of the expenditure rule of paragraph (2), and 

(C) such amount (or any property acquired or constructed with 
such amount) is not included in the taxpayer's rate base for 
ratemaking purposes. 

(2) Expenditure rule 
An amount meets the requirements of this paragraph if - 

(A) an amount equal to such amount is expended for the 
acquisition or construction of tangible property described in ' section 123 1 (b) - 

(i) which is the property for which the contribution was made 
or is of the same type as such property, and 

(ii) which is used predominantly in the trade or business of 
furnishing water or sewerage disposal services, 

(B) the expenditure referred to in subparagraph (A) occurs before 
the end of the second taxable year after the year in which such 
amount was received, and 

http://www.fourmilab.ch/ustax/www/t26-A-1 -B-III- 1 18.html 104 3/2006 
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(C) accurate records are kept of the amounts contributed and 
expenditures made, the expenditures to which contributions are 
allocated, and the year in which the contributions and 
expenditures are received and made. 

(3) Definitions 
FOT purposes of this subsection - 

Contribution in aid of construction 
The term llcontribution in aid of construction" shall be defined 
by regulations prescribed by the Secretary, except that such 
term shall not include amounts paid as service charges for 
starting or stopping services. 
Predominantly 
The term "predominantly" means 80 percent or more. 
Regulated public utility 
The term "regulated public utility" has the meaning given such 
term by section 7701(a)(33), except that such term shall not 
include any utility which is not required to provide water or 
sewerage disposal services to members of the general public in 
its service area. 

(4) Disallowance of deductions and credits; adjusted basis 
Notwithstanding any'other provision of this subtitle, no deduction or 
credit shall be allowed for, or by reason of, any expenditure which 
constitutes a contribution in aid of construction to which this 
subsection applies. The adjusted basis of any property acquired with 
contributions in aid of construction to which this subsection applies 
shall be zero. 

1 

(d) Statute of limitations 
If the taxpayer for any taxable year treats an amount as a contribution to 
the capital of the taxpayer described in subsection (c), then - 

(1) the statutory period for the assessment of any deficiency attributable 
to any part of such amount shall not expire before the expiration of 
3 years from the date the Secretary is notified by the taxpayer (in 
such manner as the Secretary may prescribe) of - 

(A) the amo&t of the expenditure referred to in subparagraph (A) 
of subsection (c)(2), 

(B) the taxpayer's intention not to make the expenditures referred 
to in such subparagraph, or 

(C) a failure to make such expenditure within the period described 
in subparagraph (€3) of subsection (c)(2), and 

(2) such deficiency may be assessed before the expiration of such 3- 
year period notwithstanding the provisions of any other law or rule 
of law which would otherwise prevent such assessment. 

(1) For basis of property acquired by a corporation through a 
contribution to its capital, see section 362. 

(e) Cross references 

http://www.fourmilab.ch/ustax/www/t26-A-1 -B-111- 1 18.html , $  10/13/2006 
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(2) For special rules in the case of contributions of indebtedness, see 
section 108(e)(6). 

SECTION REFERRED TO IN OTHER 
SECTIONS 

). 

4 

This section is referred to in section 108 of this title. 

SOURCE 
AMENDMENTS 
EFFECTIVE DATE OF 1996 AMENDMENT 
EFFECTIVE DATE OF 1986 AMENDMENT 
EFFECTIVE DATE OF 1984 AMENDMENT 
EFFECTIVE DATE OF 1980 AMENDMENT 
EFFECTIVE DATE OF 1978 AMENDMENT 
EFFECTIVE DATE OF 1976 AMENDMENT 

c 

Web edition produced by John Walker 
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CONTRIBUTIONS-IN-AID OF CONSTRUCTION Normal View 
i 

Policy 
Contributions-in-aid of construction should be treated as tax-free income to utilities. 

Background 
The 1986 Tax Reform Act (TRA) changed the tax treatment of contributions-in-aid of  consfruction 
(CIAC) and required utilities to include in their gross taxable income the contributions they 
received. CIAC are fees paid to utilities by developers and builders to offset the taxes paid by 
utilities. 

Since the Tax Reform Act of 1986, utilities must include utility improvements installed by developers 
and builders and ceded to the utility in the income statement and pay taxes on that income. As a 
result, the ultimate home buyer pays not only for the capital improvements provided to  the utility 
company but also the resultant tax. In areas affected, the price of housing has risen as much as 
$1,000 to $2,000 per unit. 

The Small Business Job Protection Act of 1996 restored the tax-free treatment only to CIACs made to 
public utilities that provide water and sewage services. Contributions to private gas and electric 
companies are still subject to taxation and hence to consumers paying the cost. 

I n  2000, the Internal Revenue Service (IRS) issued regulations that require water and sewer 
connections costs and charges for starting or stopping services to  a customer within taxable income 
to the utility and therefore subject to CIAC. These regulations are misinterpretations of the law and 
add to the cost of buying a home or providing rental apartments. 

k 

Solution 

0 Seek and support an amendment to the Tax Reform Act of 1986 to reinstate Internal Revenue 
Code Section 118 (a) for electric and gas utilities and water and sewer connection costs. 

Related Resol uti on (s) 
Contributions in Aid of Construction 

For more information about this item, please contact Robert Dietz at 800-368-5242 x8285 or via e- 
mail at rdietz@nahb.com. 

http://www.nahb. orglgeneric. aspx? genericContentID=3 52 1 &print=true 10/12/2006 
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DLRECT TESTIMONY OF PETER M. EWEN 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

(Docket No. E-01345A-05-0816) 

INTRODUCTION 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

My name is Peter M. Ewen. My business address is 400 N. 5’ Street, Phoenix, 

Arizona, 85004. 

WHAT IS YOUR POSITION WITH ARIZONA PUBLIC SERVICE 
COMPANY? 

I am Manager of the Revenue and Fuel Analysis and Forecasts Department for 

Arizona Public Service Company (“APS” or “Company”). In that role, I am 

responsible €or preparing the Company’s short-range and long-range forecasts of 

system peak demand and energy sales and projecting the optimal dispatch of 

available resources to minimize the cost of meeting those energy requirements. 

WHAT rs YOUR EDUCATIONAL AND PROFESSIONAL 
BACKGROUND? 

I received BacheIors and Masters degrees in Economics from Arizona State 

University in 1985 and 1988, respectively. I have analyzed and forecasted 

electric energy and demand growth since 1988, first as a Staff member of the 

Arizona Corporation Commission (“Commission”) and, since 1990, as an 

employee for A P S .  I have specifically analyzed the actual dispatch of our 

generating units in combination with market purchases to serve native load 

demand since 1998, and assumed fufl responsibility for making the optimal 

dispatch and associated &el cost projections in 2000. I was formerly President 

of the Arizona Economic Round Table, a group of Arizona-based economists 

that specialize in studying the Arizona economy, and I am still a member of that 
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organization. I also serve on the Joint Legislative Budget Committee’s Finance 

Advisory Committee. This consists of a group of state economists who advise 

the Joint Legislative Budget Committee staff on the adequacy of the economic 

projections underlying their state revenue projections. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

My testimony sets forth the basis for the Company’s requested base rate level of 

fuel and purchased power expenses of 3.1904 $/kWh, which reflects conditions 

expected to exist at, or prior to, the time the requested rates are likely to be in 

effect. The Company‘s current base rates include a base fuel rate of 

2.07436kWh. I discuss the reasons for this increase, in particular the increases 

in wholesale market prices and price volatility for natural gas and power, and 

describe the impact of the Company’s hedging program on the Company’s he1 

expenses, which is a net benefit to customers of $169 million. Absent that 

benefit, the requested rate level would be 8 percentage points higher 

(approximately 29%). The discussion on price volatility provides support for 

APS witness Mr. Donald Robinson’s testimony demonstrating the necessity of 

retaining the power supply adjustment (“PSA”) mechanism authorized in 

Decision No. 67744. 

I sponsor several pro forma adjustments to the Test Year set forth in SFR 

Schedule C-2, including: 

1) 

2) Normalize Non-Nuclear Maintenance Expense 

3) Normalize Nuclear Maintenance Expense 

4) Annualized Customer Levels 

5) Normalize Weather Conditions 

Base Fuel and Purchased Power (Including Off-System Margin) 
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1 also discuss the overhaul maintenance and revenue components of the Pinnacle 

West Energy Corporation (“PWEC”) (Redhawk Units CC1 and CC2, West 

Phoenix Units CC4 and CC5, and Saguaro Unit CT3) and Sundance units 

operating income PTO formas, and the operating revenue portion of the Demand 

Side Management (“DSM) pro forma. 

SUMMARY OF TESTIMONY 

PLEASE SUMMARIZE YOUR TESTIMONY. 

APS’ base fuel recovery amount of 2.0743 $/kM established in Decision No. 

67744, which was based on 2003 cost levels, is not adequate to compensate for 

the fuel and purchased power market price changes and load growth since 2003. 

APS is therefore requesting a rate increase to allow the Company to recover the 

costs that the Company incurred during the twelve months ending September 30, 

2005 (the “Test Year”) as adjusted to reflect the conditions the Company is 

expected to experience during 2006 (3.1904gkWh) to meet the needs of its 

customers. Attachment PME-1 shows these changes in fuel costs. My testimony 

focuses on the reasons for those increased costs. 

The increasing costs that the Company is experiencing are the result of a number 

of factors, which are summarized in the following points. 

e Incremental Sales Growth and Fuel Mix: APS has one of the 

fastest growing service territories in the country and growth is one 

of the dominant factors producing increased fuel and purchased 

power expenses. The Company’s incremental sales attributable to 

growth must be met primarily with high-cost natural gas and 

purchased power (virtually all of which is derived f?om gas-fired 

generation). That incremental sales growth, therefore, is Ieading to 



. .  . - . - - .. . - .  
a shift in the Company’s fuel mix to a heavier emphasis on natural 

gas. This factor alone accounts for $147 million of the requested 

rate increase. 

Natural Gas Prices: Natural gas prices have increased dramatically 

since 2003 and, coupled with purchased power price increases, are 

responsible for a $330 million increase in the Company’s base cost 

of fuel (prior to the results of our hedging program). The 

Company’s current base fuel rate set in Decision No. 67744 

incorporated natural gas prices of $5.781MMBTu. During the Test 

Year, natural gas prices jumped to $7.20/MMBTU, an increase of 

25%. At the close of the market on November 30,2005, delivered 

natural gas prices for caIendar year 2006 averaged 

$10.74/MMBTU, a further 49% increase over the Test Year and 

86% over the level included in the current base fuel rate. 

Purchased Power Prices: Prices for purchased power (most of 

which comes from natural gas generation) also increased 

significantly over the same time periods. The base rate set in 

Decision No. 67744 incorporates a purchased power price of 

$43.37/MWh, while the average price incurred by the Company 

during the Test Year was $57.50/MWh, a 33% increase. On 

November 30, 2005, purchased power prices were anticipated to 

average $87.56/MWh during 2006, an increase of 52% over the 

historical period and 102% over the level included in the current 

base fuel rate. 

Coal Prices: Although the dramatic increase in prices for natural 

gas and purchased power, when combined with the significant 

0 

I. 
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growth that the Company i s  dealing with, represents the largest 

component of the requested rate increase, prices for coal resources 

also are increasing. Coal prices increased 13% between 2003 and 

the Test Year and are projected to increase an additional 6% in 

2006. Cumulatively, higher coal prices have raised the Company’s 

base cost of fuel by $34 million. 

Hedging: As discussed above, coal prices, natural gas prices and 

power prices all increased during the Test Year and are continuing 

to do so in 2006. Natural gas and power prices also continue to be 

volatile. APS’s request would have been significantly higher 

absent the results of the Company’s commodity hedging program. 

All of the price increases discussed above rolled together would 

have amounted to an increased he1 expense of approximately 

$364 million - $330 milIion for gas and power and $34 million 

for coal. In addition to mitigating the market volatility for natural 

gas and purchased power through its hedging program, the 

Company, was able to reduce fuel expense by more than $169 

million. By the end of August 2005, the Company had hedged 

85% of its 2006 gas and power requirements. The vast majority of 

these contracts are at prices significantly befow recent market 

prices and, valued at November 30, 2005, will save the Company 

and its customers almost $2.50/MMBTU on the effective gas price 

incurred in 2006. 

5 
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Incrementai Sales Growth 

Natural Gas and Power Prices 

Coal Prices 

Hedge Value 

All Other Items 

Total of All Changes 
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$ (43)million 

$ 299 million 
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The following table summarizes these results on the Company’s fuel expenses: 

Attachment PME-1 quantifies the impact of these key factors on the Company’s 

fuel cost trends. Attachment PIVIE-2 shows graphically the differential in costs 

for the Company’s various resources and the changes in those costs over time. 

One can plainly see the impact that a changing fuel mix toward natural gas and 

wholesale market purchases and rising prices across all fuel resources will have 

on the Company’s costs. Attachment PME-3 provides the values of the key 

factors that contribute most to those costs. Attachment PME-4 shows the rising 

price environment that the Company and the country have faced over ,the last 

several years with respect to 2006 deliveries of natural gas at Henry Hub. 

Attachment PME-5 shows a similar trend for 2006 on-peak power prices at Palo 

Verde. 

In light of the above factors, it i s  easy to see why the Company has requested an 

interim increase in the Base Fuel Recovery Amount in Docket No. E-O1345A- 

06-0009 and this change in base fuel rates. I am proposing that the Base Fuel 

Recovery amount be set at 3.1904 $/kWh, which reflects normalized levels of 

power plant performance, expected 2006 fuel and purchased power prices and 

corresponding hedging results, a credit for anticipated off system sales margins, 
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and the effects of adding the Sundmce units to the A P S  system. The method by 

which I calculated this new base fuel rate is identical to the one used by the 

Company and accepted by the Commission in Decision No. 67744. 

TEST YEAR BASE FUEL AND PURCHASED POWER EXPENSE IS 
SIGNIFICANTLY *HIGKER THAN RECOVEFED IN C U R R E ”  RATES 

HOW DO FUEL EXPENSES IN THE TEST YEAR COMPARE TO THE 
FUEL EXPENSE CURRlENTLY ALLOWED IN BASE RATES? 

For the Test Year ending September 30, 2005, the Company’s actual average 

base fuel and purchased power expense, excluding the impact of the period’s 

non-cash fuel cost deferrals, was 2.701 6kWh.l The allowed average base fuel 

expense authorized in Decision No. 67744 was 2.0743 $/kwh based primarily 

on 2003 costs. Thus, the Test Year average fuel expense represents a 30.2% 

increase in less than two years. The annual impact of this higher average cost is 

an increase of $167.7 million on net native load fuel costs at the Test Year sales 

levels. These amounts include $53.6 million for the Bridge Purchased Power 

Agreement (“PPA”) for the capacity rights to the PWEC units during April 

through July 2005 authorized in Decision No. 67744. Excluding tbese amounts, 

the Company’s fuel expenses still increased $I 14.1 miIlion, or 20.6%. 

WHAT FACTORS ARE MOST RESPONSIBLE FOR THESE COST 
INCREASES? 

Increased market prices for natural gas and power, incremental sales growth that 

increased the share of relatively high-cost gas generation and market purchases, 

’ 
and purchased power expenses. 

Throughout the remainder of my testimony, the term ‘%el expenses” may be used generically to refer to fuel 
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and higher coal prices are the most significant factors. Favorable results from 

the Company‘s hedging program helped to partially offset these cost increases. A 

quantification of each of these factors can be seen in Attachment PME-1 . 

WHAT WAS THE IMPACT OF HIGHER TEST YEAR FUEL PRICES? 

These price increases drove fuel expenses higher by $1 16.0 million. Natural gas 

and power prices account for $94 million of this total increase. Delivered natural 

gas prices increased 25% from $5.78/MMBTU in the Company’s base fuel rate 

to $7.2O/h4MBTU in the Test Year. Purchased power prices in the Test Year 

increased 33% over prices in the current base fuel rate, moving from an average 

of $43.37/MWh to $57.50/MWh. Coal prices increased 13%, largely due to 

increased transportation costs for the coal delivered to the Company’s Cholla 

Generating Station, and resulted in a $22 million fuel cost increase. 

TO WHAT EXTENT DID THE COMPANY’S HEDGING PROGRAM 
OFFSET THESE PRICE INCREASES? 

The Company realized a gain of more than $70 million through the liquidation 

of its natural gas and power hedges. Natural gas hedges provided savings of 

$64.7 million, or $1.68/MMBTU on the deIivered natural gas quantities in the 

Test Year, and the power hedges saved almost $6 million. 

WHAT WAS THE IMPACT OF XNCMMENTAL SALES GROWTH IN 
THE TEST YEAR? 

Sales growth between the 2003 base rate calculation of 2.07436kWh and the 

Test Year increased the Company’s firel expense by $59.5 million. The 

approximately 1,600 GWh of increased sales were largely met by relatively 

high-cost natural gas and purchased power (the majority of which is from 

natural gas-fired generation) and increased the share of the Company’s 
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production coming from those resources by approximately 5 percentage points. 

The average price differential between such low-cost resources as nuclear and 

coal and the high-cost resources of natural gas and purchased power was 

approximately $47/MWh in the Test Year. This means that every 1% increase in 

natural gas and purchased power’s share of the total energy mix, at the Test Year 

prices, translates into an increase in fuel expense of more than $12 million. This 

shift in resource mix will continue to put pressure on the Company’s fuel 

expenses as we go forward in time. It is also the reason I am proposing a pro 

forma adjustment to Test Yea  fuel expenses in my testimony. Attachment PME- 

2 shows the average fuel cost for the Company’s major resource types in the 

Test Year. It also compares these costs to the analogous costs in the Company’s 

current authorized base fuel cost and the pro forma adjustment I am proposing. 

YOU HAVE DESCRIBED THE FACTORS THAT INCREASED THE 
TEST YEAR FUEL EXPENSE OVER 2003 LEVELS. WHAT IS THEIR 
SIGNIFICANCE TODAY? 

Not only did the factors I describe above drive the Test Year fuel expense 

increases, those same factors continue to drive additional increases in fuel 

expense. Because they will continue to significantly affect he1  expense during 

the period in which the requested rates will be in effect, an adjustment to Test 

Year fuel expense is necessary to reflect the impact of these factors on the 

Company’s operating income. 

BASE FUEL AND PURCHASED POWER PRO FORMA ADJUSTMENT TO 
TEST YEAR, INCLUDING OFF-SYSTEM MARGIN 

ARE YOU PROPOSING TO ADJUST THE COMPANY’S TEST YEAR 
FUEL EXPENSES FOR THE FACTORS YOU JUST DESCRIBED? 
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Yes. The factors that I described above, along with the removal of the impact of 

he1 expense deferrals and other additional changes discussed later in my 

testimony, are driving an adjustment to Test Year net he1 expense of 

approximately $244 million. The non-cash deferred fuel expenses account for 

$113 million and all other changes account for $13 1 million. The following table 

summarizes these adjustments along with the net fuel expense changes in the 

Test Year compared to the current base fuel rate of 2.0743gkWh: 

Fuel ExDense Changes 

Test Year per books vs. Current Base Rates 
2.701$/kWh vs. 2.0743$/kWh 
TME 9/30/05 Fuel Cost Deferrals 

$ 168 million 
$ (140) million 

TME 9/30/05 Mark to Market Deferrals $ 27 million 
Net Change !$ 55 million 

2006 Pro Forma vs. Test Year 
3.1904#/kWh vs. 2.70 1 $kwh $ 13 1 million 
Remove TME 9/30/05 Fuel Cost Deferrals $ 140 million 
Remove TME 9/30/05 Mark to Market Deferrals $ (27) million 
Net Change $ 244 million 

Total Change $ 299 million 

The adjustments proposed recognize known and measurable changes to Test 

Year conditions and are more representative of conditions that will be present 

prior to or when the Company’s new rates are likely to take effect. Specifically, 

I am proposing to normalize Test Year fuel expenses and off-system margins 

for: 

(1) 

(2) 

(3) 

increased electricity sales due to continued growth; 

higher commodity market prices for natural gas and power; 

90% of the value of the Company’s gas and power hedges; 
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the expected impacts of the El Paso Pipeline rate filing; 

the inclusion of the PWEC and Sundance units for a full year; 

higher coal and nuclear fuel prices; 

increased production from Palo Verde Unit 1 as a result of the 

steam generator replacement in December 2005; 

normalized maintenance and unplanned outage times; 

the scheduled reduction in capacity from a power contract with 

Salt River Project; and 

other miscellaneous items, such as broker fees, third-party 

wheeling expenses, and short-term capacity costs. 

PLEASE EXPLAIN HOW THE PRO FORMAS FOR FUEL EXPENSE 
AND OFF-SYSTEM MARGIN ARE DEVELOPED. 

The impacts of the adjustments I mentioned above have been simulated using 

the Company’s production cost simulation tool RTSim. This computer model 

replicates the dispatch of the A P S  system and is the primary fuel expense and 

off-system sales forecasting tool used by the Company in preparing its annual 

budgets, long range fuel forecasts, and near-term operational plans. The vast 

majority of the adjustments I am proposing are the same as or consistent with 

the expected levels in the Company’s 2005 Long Range Forecast (“LRF”) for 

the year 2006, the 2006 Sales Budget, with appropriate customer annualizations, 

and the November 30, 2005 forward curve for natural gas and power prices and 

the corresponding valuation of the Company’s hedges. This approach is entirely 

consistent with the method used by the Company and accepted by the 

Commission for establishing the Company’s Base Fuel Rate in Decision No. 

67744. 
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HOW DOES THE PRODUCTION COST STMULATION MO-DEL 
CALCULATE THE AVERAGE FUEL AND PURCHASED POWER 
COST? 

The model simulates the dispatch of the APS generating units on a daily and 

hourly basis. It takes into account the A P S  system load shape, fuel prices 

(including wholesale market prices for power) and characteristics of A P S  owned 

generating plants (such as heat rates, overhaul cycles, unplanned outage rates, 

start-up costs and ramp rates, among others), along with commitments for 

purchases and sales of power. The model also simulates necessary market 

purchases for those times when load exceeds generating capacity, and likewise 

simulates market sates during those times when the system is not h l l y  utilized 

but generating units are economic (or “in-the-money”). 

The projected hourly dispatch of each of the units, along with the wholesale 

market purchases and sales, are priced out at the corresponding contract or 

market price projections included in the model. Fixed costs - those expenses 

that do not vary with the level of production - are then added to the model 

results. These expenses include firm gas transportation, the T&C Agreement 

demand charge, fuel handling, third party wheeling costs, wholesale market 

capacity costs, and broker fees. The result is the total expected fuel expense and 

off-system sales revenue consistent with the assumptions used in the model. 

DO THESE RESULTS FLOW DIRECTLY XlVTO YOUR PROPOSED 

No. The intent of the process I have used is to capture the impacts of the relevant 

factors on the Company’s average base fuel cost. The change in the average cost 

fiom the Company‘s Test Year amounts applied to the adjusted Test Year retail 

sales amounts produces the appropriate adjustment for the Test Year pro forma. 

FUEL AND OFF-SYSTEM SALES MARGIN PRO FORMAS? 
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This calculation and the removal of the impact of the $139.8 million in PSA- 

related h e 1  deferrals and $26.9 million in deferred non-cash mark-to-market 

credits are shown on Attachment PME-6. The corresponding off-system sales 

margin calculation is shown on Attachment PME-7. 

A. Commodity Prices 

ARE YOU PROPOSING ANY ADJUSTMENTS TO TEST YEAR FUEL 
EXPENSE FOR FUEL PRICE CHANGES? 

Yes. Commodity prices for natural gas and wholesale market power have 

increased considerably since the Test Year and would translate into an increase 

in fuel expense of over $235 miIlion. These changes do not include the results of 

the Company’s hedging program, which has helped to ameliorate these cost 

impacts. I describe the impacts of the Company’s hedging program later in my 

testimony. At the close of the market on November 30, 2005, delivered natural 

gas prices for calendar year 2006 averaged $10.74/MMBTU. Prices are almost 

$12/MMBTU for the months of January, February, and March; the lowest priced 

month is May at $IO.lI/MMBTU. These prices represent a 49% increase over 

the delivered prices the Company paid in the Test Year. 

In addition, because natural gas is the marginal h e 1  source for most wholesaIe 

power transactions, power prices have risen in concert with gas prices. Prices for 

on-peak power delivered at Palo Verde for calendar year 2006 averaged 

$88.88/MWh on November 30, and the weighted average of the on-peak and 

off-peak 2006 energy prices the Company expects to pay is $87.56/MWh, a 52% 

increase over purchased power prices in the Test Year. 

WHY IS THE NOVEMBER 30, 2005 FORWARD MARKXT THE 
APPROPRIATE REFERENCE POINT FOR NORMALIZING NATURAL 
GAS AND WHOLESALE POWER COMMODITY PRICES? 
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The November 30, 2005 forward market for natural gas and power prices works 

well as the reference date in this proceeding because it has allowed several 

months to pass since the hurricane-related disruptions to the market earlier in the 

year. At the end of August 2005, Hurricane Katrina swept through New Orleans 

and other Gulf Coast regions, severely disrupting oil and gas production 

facilities and driving prices for natural gas up substantially. For several days 

following the storm, natural gas prices at Henry Hub closed at more than 

$12.00/MMBTU for January and February 2006 contracts, fully $2 more than 

the market only two weeks earlier. Henry Hub is the key market delivery point 

in Southern Louisiana and is the most important benchmark price for natural gas 

in the United States. Most other natural gas basin prices are priced relative to the 

Henry Hub price, including the San Juan and Permian basins from which the 

Company acquires virtually all of its gas supply. Not long after Hurricane 

Katnina, Hurricane Rita swept through additional parts of the Gulf Coast region, 

further impacting natural gas production. 

Since the end of August, gas prices and power prices have remained elevated. 

Attachment PME-4 shows the price range over which a set of 12 monthly 

contracts for 2006 natural gas at Henry Hub has traded in the last three years. 

Attachment PME-5 provides a similar view of on-peak power prices at Palo 

Verde. 

CAN WE BE CERTAIN THAT THE CURRENT MARKET WILL BE 
THE REALIZED PRICE WHEN THE COMPANY TAKES PHYSICAL 
DELIVERY OF ITS GAS AND POWER? 

No. Because the forward market is reflecting all available information at a 

certain point in time, we can feel comfortable that it is providing useful insight 

into where realized spot prices may end up. We also know, however, that neither 
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the market nor any market participant can precisely predict.the fiiture for all 

relevant supply and demand conditions. Such factors as hurricanes, pipeline 

disruptions, economic growth, and weather-related energy demand are 

notoriously difficult to predict. As we have seen lately, markets react to news 

and predictions of these factors, but they cannot predict them. As a consequence, 

we have seen a significant increase in price volatility for natural gas and power, 

which is why A P S  witness Mr. Don Robinson has proposed the extension of the 

Company’s Power Supply Adjustor (“PSA”) in his testimony. 

HOW DOES NATURAL GAS PRICE VOLATILITY MFECT THE 
COMPANY? 

In order to serve retail customer energy demand, the Company expects to bum 

approximately 53 to 62 million MMBTU of natural gas in 2006 and 2007. 

Additionally, the Company anticipates purchasing between 1,400 and 2,100 

GWh of electricity from the market in 2006 and 2007 to meet retail load. These 

volumes are up substantially from only a relatively short time ago, as 

incremental load growth must be served with increased gas generation or power 

purchases from the wholesale market. Compared to 2003 volumes, which were 

used for the Company’s current base rates, the amount of natural gas being 

burned in 2006 will increase by 17% and the amount of purchased power will 

increase by 108%. 

An upward move of $I/MMBTU in natural gas prices (with a corresponding 

increase in power prices of $8/MWh that maintains the average spark spread 

close to the levels experienced in the Test Year) translates into an additional cost 

to serve retail customers of around $70 million. 

H A .  RECENT MARKET PRICES BEEN VOLATILE? 
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Yes. Recent market prices for natural gas and purchased power have shown 

substantial volatility, highlighting the fact that the Company’s recovery of fuel 

expenses can be drastically affected absent a fuel adjustment mechanism. In fact, 

prices for both gas and power increased from the Test Year to 2005 by about one 

and a half times the amounts used in the example above. Attachment PME-8 

provides a summary of historical daily spot electric and natural gas prices over 

the last three and a half years. Natural gas prices are provided for two major 

delivery points - Henry Hub in Louisiana and the San Juan Basin in northern 

New Mexico. As I mentioned before, Henry Hub is an important market in the 

U.S. and is the basis against which most other natural gas markets trade. San 

Juan is a market from which the Company procures much of its gas. 

PLEASE BRIEFLY DESCRIBE ATTACHMENT PME-8. 

The historical data on Attachment PME-8 shows that natural gas prices in the 

San Juan basin have averaged $5.09/MMBTU since 2002. Even more striking, 

however, is the range of prices seen over this period, from a low San Juan gas 

price of $1 .OO/MMBTU in 2002 to a high of $13.27/MMBTU this past year. The 

price at Henry Hub shows an even more extreme range with a low price of 

$1.98/MMBTU and a high price of $18.60/MMBTLJ. The standard deviation for 

gas prices over this period falls at $2.02/MMBTU for San Juan. The standard 

deviation is a widely accepted statistical measure of volatility and represents the 

point where the difference (plus or minus) from the average contains roughly 

two-thirds of the prices making up the average. For example, these standard 

deviations mean that San Juan daiIy prices have been within $2.02/MMBTU of 

the average price about two-thirds of the time, but importantly, they also have 

differed from the average price by more than $2.02/MMBTU about one-third of 
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the time. Notably, this standard deviation of $2.02/MMBTU represents a 40% 

difference from the average price of $5.09/MMBTU. Thus, this measure of 

volatility indicates that prices over this period have been 40% different from the 

average at least one-third of the time. Attachment PME-9 shows graphically the 

trend in San Juan daily spot market prices over this period. 

HAVE PURCHASED POWER PRICES SHOWN THIS S A M E  
VOLATILITY? 

Yes. Power prices also have exhibited a great deal of volatility since 2002. 

Although on-peak power prices at Palo Verde have averaged $50.39/MWh, the 

lowest price for on-peak power as reported by Dow Jones since 2002 is 

$18.85/MWh and the highest price is $1 18.2 1MWh. The standard deviation of 

these power prices is $17.42/MWh. Attachment PME-10 shows graphically the 

trend in daily Palo Verde spot prices since 2002. 

IS THE MARKET VOLATTLITY FOR NATURAL GAS AND POWER 
CONFINED TO THE DAILY SPOT MARKETS? 

No. Over the last four years, forward price curves for both natural gas and power 

also have seen substantial volatility. Attachment PME- 1 1 provides a summary of 

daily market quotations for natural gas at Henry Hub and San Juan, and on-peak 

power at Palo Verde, which are to be delivered over the calendar years 2005 

through 2007. This summary shows that natural gas prices at the actively traded 

Henry Hub basin have ranged from a low of $3.24/MMBTU for delivery over 

the full year of 2005 to a high of $12.32/MMBTU for delivery over the full year 

of 2006. Prices for on-peak power on average at Palo Verde have ranged from a 

low of $31.25/MWh for delivery over the hull year of 2005 to a high of 

$102.19/MWh for delivery over the h l l  year of 2006. These statistics reflect the 

daily market quotes compiled over three years prior to Commencement of 
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delivery. For example, the average price of $6.3 I/MMIBTU for 2006 Henry Hub 

gas contracts is the average of daily market quotes for natural gas to be delivered 

at Henry Hub for the 12 months of 2006 compiled between January 1,2003 and 

December 3 1,2005. 

HOW DOES FORWARD MARKET VOLATILITY COMPARE TO 
DAILY SPOT MARKET VOLATILITY? 

As a percentage of the average quoted price, the standard deviation of forward 

market quotes tends to be lower than the standard deviation of daily spot prices, 

but the timing and magnitude of price movements appears to be just as sporadic. 

The standard deviation of forward natural gas prices at Henry Hub has been as 

high as 34% on an average gas price of $6.3 I/MMBTU for 2006 delivery and as 

low as 23% on an average price of $4.85/MMBTU for delivery in 2005. For 

power, the comparable ratios show a high of as much as 25% on an average 

power price of $58.46/MWh for delivery in 2006 and a low of 16% on an 

average power price of $46.72/MWh for delivery in 2005. To put this voIatility 

in perspective, a $1.85/MMBTU movement in gas prices (the 2006 San Juan 

standard deviation) applied to the Company’s anticipated 2006 gas bum of 

approximately 53 million MMBTU translates into a change in expense of almost 

$100 million. Power price volatility adds more than $30 inillion to this $100 

million. The price volatility is shown graphically in Attachments PME- I2 

through PME- 14. 

PLEASE DESCRIBE THESE ATTACHMENTS. 

Each graph in Attachments PME-12 through PME-14 provides the daily market 

quotations for a given calendar year for natural gas at Henry Hub and on-peak 

power at Palo Verde. Attachment PME-13, for example, portrays the changes in 
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these forward price quotes fiom January 2003 through December 3 1, 2005 for 

calendar year 2006 delivery. The quotes are characterized by periods of stability 

followed by periods of rapid price increases. Price movements of almost $1 or 

more can be seen in several pensds on the graph. 

IS IT NECESSARY TO ADJUST TEST YEAR EXPENSE FOR 
VOLATJLJTY AND UPWARD PRICE PRESSURE? 

Absolutely. The above data clearly shows that volatility of natural gas and 

purchased power prices has increased significantly in the last two years. Not 

only has price volatility increased, but the prices themselves have significantly 

increased since calendar year 2003, the period reflected in the current base fuel 

rate. Adjustments to test year expenses for these factors are the largest and most 

critical updates contained in the Company’s proposed Base Fuel and Purchased 

Power pro forma. 

B. Hedging 

IS THE COMPANY COMPLETELY EXPOSED TO THESE VOLATILE 
PRICE MOVEMENTS? 

No. Over the past several years, the Company has successfiitly executed a 

hedging program that protects the Company and its customers fiom dramatic 

price swings in the commodity markets. By the, end of August, 2005, the 

Company had hedged 85% of its native load natural gas and power requirements 

for the calendar year 2006. These hedges were purchased over the last two years, 

but the vast majority were purchased when prices were significantly lower than 

in recent weeks. As a result of this hedging program, the Company has 

generated significant value to offset the increase in costs related to the higher 

forward market prices as of November 30. Consistent with the hedge-sharing 

approach proposed by Mr. Robinson, the Company is reducing its 2006 fuel 
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expenses by $18.5.0 million, or $169.2 million on a jurisdictional adjusted Test 

Year basis. The value of these 2006 hedges is approximately $100 million more 

than the $70 milIion the Company earned from liquidating its power and gas 

hedge positions in the Test Year. 

C. Transportation Prices 

WHY ARE YOU PROPOSING AN ADJUSTMXIYT TO 
TRANSPORTATION COSTS FOR NATURAL GAS? 

There are four primary reasons for adjusting the Company’s gas transportation 

expenses. First, the 10-year settlement governing the current rates, and terms 

and conditions under which the Company transports its gas on the El Paso 

pipeline expired on December 31,2005. Second, on June 30,2005, El Paso filed 

a rate application with the Federal Energy Regulatory Commission (“FERC”) in 

Docket No W05-422 requesting a rate increase, effective January 1, 2006, for 

its existing transportation services and seeking to change certain terns and 

conditions of the transportation service under which the Company currently 

transports its gas. Third, in the Test Year, the Company could not fully utilize the 

PWEC units for its customers. The increased utilization of these PWEC units 

will result in increased gas bums and transportation capacity requirements. 

Fourth, customer load growth has lead to increased gas bums and a 

corresponding increase in gas transport capacity requirements. All of these 

factors will increase the Company’s fixed transportation expenses. In the Test 

Year, the Company paid $5.4 million for the firm reservation of capacity on the 

El Paso pipeline. Taking all of the listed changes into consideration, the 

Company expects to pay over $41 million beginning January 1, 2006 €or the 

fixed gas transportation services it requires under its existing contracts. 

D. Coal, Nuclear and SRP Contract Prices 
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ARE YOU PROPOSING ANY ADJIJSTMENTS FOR FUEL PRICES 
OTHER THAN NATURAL GAS AND POWER? 

Yes. Both coaI and nuclear prices have increased over the costs in the Test Year, 

as has the demand charge in the T&C Agreement. 

Coal prices have continued to be pressured by inflationary factors that are 

elements of the Company’s long-term coal contracts. Price indices for diesel 

fuel, steel, labor, and benefits costs have all increased at significant rates and 

these are some of the critical components in the Company’s coal contracts. 

Because of these changes, coal costs are expected to average $15.91/MWh in 

2006 compared to an average cost of $14.96/MWh in the Test Year. This is a 

6% increase in.average costs and translates into a $12 million increase in he1 

expense for the more than 13,000 GWh of coal production expected in 2006. 

Nuclear fuel prices also are higher. These costs, while still the lowest production 

costs in the Company’s generation portfolio, have increased from $4.81/MWh in 

the test year to $5.24/MWh in 2006. This 9% increase translates into over $3 

million of additional he1 expense. Approximately 60% of this increase is related 

to higher Independent Spent Fuel Storage Installation (“ISFSX”) costs, which 

reflect the costs that must be accrued to pay for the storage of nuclear fuel for 

the balance of PaIo Verde’s operating life and beyond. The remainder of the cost 

increases are related to contract escalators. 

WHAT IS THE IMPACT OF THE SRP CONTRACT CHANGE? 

The SRP demand charge under the T&C Agreement is affected by escalation in 

such items as labor costs, materials and supplies, and h e 1  oil, as well as the 

change in the El Paso rates. The average rate the Company paid in the Test Year 

for T&C Agreement capacity was $4.53/kW-month. The increase in gas 
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transportation costs that will be passed through to the Company in the T&C 

Agreement demand charge results in an increase in the Company's bill of $4.9 

million, and raises the average cost of the demand charge by $1.14/kW-month. 

All of the other escalation items embedded in the contract add an additional 

$1.34/kW-rnonth to the average cost, making the fbll cost change 10.7 million 

just due to the price changes associated with the contract. 

E. Generation Capacity Resources 

ARE YOU MAKING ANY ADJUSTMENTS TO THE GENERATING 
RESOURCES AVAILABLE TO MEET CUSTOMER ELECTRICITY 
DEMAND? 

Yes. The most significant adjustment is the inclusion of the recently acquired 

PWEC and Sundance units for a full calendar year. In the Test Year, the PWEC 

units were available to serve native load customer demand only during the Track 

B contract months of June through September. The Sundance units were not 

acquired by A P S  until mid-May 2005, well into the Test Year. These adjustments 

add more than 2,100 M W  of combined capacity from the PWEC and Sundance 

units to the Company's resource portfolio in the months of January through May 

and October through December. The fuel expense and off-system margin 

impacts of this adjustment are included in Attachments PME-6 and PME-7, 

respectively. 

ARE OTHER RESOURCE CHANGES TAKING PLACE? 

Yes. The Company's T&C Agreement with SFW provides firm capacity (with the 

amount depending on the year), 62 MW of non-firm capacity, and associated 

energy that is essentially indexed to the price of gas. A provision of the T&C 

Agreement allows SRP to cancel any or all of the capacity with three years 

notice. In May 2004, SRP notified the Company that it will be reducing the firm 
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contract demand by 150 MW effective June 1, 2007. Therefore, I am adjusting 

the capacity available under the T&C Agreement with SW to the 2006 year-end 

capacity level of 372 MW less the 150 MW scheduled reduction in 2007. 

At the Company’s normalized 2006 sales levels, the Company’s own load peak 

demand is expected to be 7,016 MW. Based on the Company’s existing 

resources including the PWEC and Sundance units, the Company’s required 

summer reserve margin of 15%, and the capacity adjustments I have just 

highlighted, the Company is short on capacity, to varying degrees, in the months 

of June through October. In June, 2006 the Company requires additional fm 

capacity from the market of only 224 M W .  In July and August, 2006 this 

shortfall approaches 1,000 MW. As I discussed earlier in my testimony, the 

energy purchased to fulfill this shortfall is priced at the daily market price 

consistent with the monthly forward market price for power on November 30, 

2005. Because this represents day-ahead power purchases, it does not capture 

the costs related to firm acquisition of capacity months in advance. To make up 

for this gap, the Company is adjusting its fuel expense by adding the cost of 

acquiring “at-the-money” options for the capacity shortfall I have identified 

here. 

ARE THERE ANY OTHER RESOURCE CHANGES THAT NEED TO BE 
REFLECTED IN THIE FUEL EXPENSE PRO FORMA? 

Yes. Albeit on a much smaller scale, the Company’s hydroelectric production 

facilities at Childsflrving were decommissioned on June 18,2005. The capacity 

available from these units amounted to 4 MW in the Test Year. Because these 

units are no longer in service, the Company’s fuel expenses have been adjusted 

to reflect the loss of this resource. 
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PRO FORMA ADJUSTMENTS TO NORMALIZE MAINENANCE 

HAVE YOU MADE AN ADJUSTMENT TO NORMALIZE 
MAINTENANCE? 

Yes, I am proposing to adjust both planned maintenance time and unplanned 

outage time to be consistent with an average year. This adjustment is necessary 

because outage time at each of the power plants in the Test Year for planned 

routine maintenance and unplanned forced outages are not indicative of the 

normal levels of availability. These adjustments have an impact on the 

Company’s fuel expense, as well as operations and maintenance (“O&M”) 

expense. On Attachment PME-15, pages I and 2, I have adjusted Test Year 

O&M expenses to normalize maintenance levels for the Company’s production 

plant in service at September 30,2005, excluding the Childshing facilities and 

the recently acquired Sundance and P W C  units. This has been done separately 

for the Company’s nuclear facilities and its non-nuclear facilities. Using this 

methodology, the non-nuclear generation maintenance pre-tax operating income 

adjustment is $0.9 million and the nuclear generation maintenance pre-tax 

operating income adjustment is $(0.7) million. The overhaul expense for the 

PWEC and Sundance units is adjusted in a similar manner, and the resulting 

O&M expense adjustments are included in the ‘PWEC units pro forma and the 

Sundance units pro forma, respectively, sponsored by A P S  witness Ms. Laura 

Rockenberger. The fuel expense adjustments shown in Attachments Ph4E-6 and 

PME-7 include the impacts of the outage time normalization for all of the units. 

HOW DUD YOU ADJUST THE OUTAGE TIME TO NORMALIZE THE 
TEST YEAR RESULTS? 

I used two separate approaches for normalizing outage time. Planned 

maintenance for each generating plant is an average over the routine overhaul 
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cycle for the plant type. For example, the Company’s coal plants are on a six- 

year overhaul cycle, which means that each of the coal units should experience a 

major overhaul once in every six-year period. The nuclear units are on an 18- 

month refueling cycle. Any single year, such as the Test Year, does not represent 

the average maintenance time and expense levels that can reasonably be 

expected when rates established in this case will be in effect. Attachment PME- 

16 shows the resulting number of planned outage days by plant and the required 

adjustments in the RTSim model to the planned maintenance schedule from the 

Company’s 2005 LRF. 

Unplanned outage time is based on the Company’s forecast of future plant 

performance included in the Company’s 2005 LRF. These levels are determined 

by reviewing historical performance and adjusting for corrective measures 

expected to be put in place in future maintenance outages. Attachment PME- 17 

shows the comparison of normalized outage time, expressed as EFOR, to the 

historical rates experienced by the Company’s plants. From the Attachment, one 

can see that the EFOR levels the Company is proposing generally are on par 

with or more aggressive than the rates historically experienced. 

HOW DID YOU ADJUST THE MAlNTENANCE EXPENSES TO 
NORMALIZE THE TEST YEAR RESULTS? 

The maintenance expenses were normalized in a similar fashion to the outage 

time. For non-nuclear generating units, normal maintenance levels are 

determined by averaging the maintenance expense at each power plant using the 

six-year average maintenance cycle. Normal Palo Verde expenses are based on 

historical expenses for a three-year period. Labor costs, including overtime 

costs, have been adjusted to reflect historical labor increases. Non-labor 
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maintenance costs were adjusted to current costs levels using the Handy- 

Whitrnan cost indices. 

The non-nuclear pro forma adjustment also includes the costs associated with 

maintaining the renewable generation resources developed under the 

Environmental Portfolio Standard. 

PRO FORMA ADJUSTMENT TO NORMALIZE ELECTRICITY SALES 

WHAT IS THE COMPANY’S PROPOSED PRO FORMA ADJUSTMENT 
TO NORMALIZE TEST YEAR WEATHER CONDITIONS? 

Attachment PME-18 shows an increase to Test Year revenues of $10.9 million 

and to Test Year operations expenses of $5.0 million that would have occurred if 

normal weather conditions had been experienced during*the test year. Electricity 

sales to residential, commercial and industrial customers were lower by about 

157,000 MWh than they otherwise would have been due to mild weather 

conditions during the winter and spring of 2005. December 2004 was actually 

somewhat colder than normal, and June and July 2005 were moderately hotter 

than normal. These months partially offset the milder weather months. 

HOW WAS THE SALES IMPACT OF NORMAL WEATHER 
CALCULATED? 

The method used for normalizing the sales effects fkom abnormal weather 

conditions is the same methodology as has been accepted previously by the 

Commission. The calculation of weather-normalized sales applies the diEerence 

between actual weather conditions and normal weather conditions to a customer 

class-specific factor that tracks the sensitivity of average customer monthly 

usage to changes in weather conditions. Summer weather conditions are defined 

as the product of the number of cooling degree-days (“CDD) jn the month and 
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the natural log of average humidity for the month. Winter weather conditions are 

defined as the number of heating degree-days (“HDD”) in the month. The 

weather-sensitivity factor is calculated from a set of statistical models, which 

track the systematic correlation between average customer usage and weather 

over time for the residential and small, medium and large general service 

classes. As one would expect, the correlation between average monthly usage 

and our weather indices is very strong. 

HOW WAS NORMAL WEATHER DETERMINED? 

The CDD and HDD data are based on temperature readings from the National 

Weather Service at Phoenix Sky Harbor International Airport. The humidity data 

used in the construction of the summer weather index also relates to Sky Harbor. 

Normal weather is computed for each month as the most recent 10-year average 

ending September 30,2005. For example, normal weather for JuIy is the average 

of actual weather in each July fiom I996 through 2005. 

HOW WElRlE THE REVENUE ADJtJSTMlENTS DETERMINED IN THE 
WEATHER NORMALIZATION PRO FORMA ADJUSTMENT? 

The difference between actual sales and weather normalized sales is multiplied 

by the September 30, 2005 rate levels, which reflects the rates authorized in 

Decision No. 67744. This calculation was made on a month-by-month basis for 

each class of customer. 

ARE CORRESPONDING EXPENSES NORMALIZED? 

Yes. Test Year expenses directly affected by kWh consumption are normalized 

by multiplying the weather normalized ‘kWh consumption by the Test Year 

average he1 expense and the Test Year average Open Access Transmission Tariff 

(“OATT”) expense. Test Year average he1 expense was calculated as described 
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previously. As APS witness Mr. David J. Rumolo explains in his testimony, Test 

Year average OATT expense was determined by using the actual amount A P S  

billed itself for retail network transmission service and ancillary services under 

FERC regulations. The total OATT charges were then divided by the 

corresponding OATT-billed kWh to determine the Test Year average OATT 

expense. 

ARE FUEL AND OATT EXPENSES THE ONLY EXPENSES THAT 
VARY SYSTEMATICALLY WITH ELECTRICITY SALES LEVELS? 

Yes, which is why these are the only expenses that require adjustments 

corresponding to the revenue adjustments. 

ADJUSTMENT TO ANNUALIZE CUSTOMER COUNTS? 
ARE YOU ALSO PROPOSING A SALES-RELATED PRO FORMA 

Yes. Attachment PME- 19 shows the increase in Test Year revenues and expenses 

for this pro forma, which nets to a pre-tax operating income adjustment of $28.3 

million. During the Test Year, APS added customers throughout the year such 

that the number of customers receiving service at September 30, 2005 was 

greater than the number of customers in every previous m o ~ t h .  Because we 

believe these customers are here to stay, the Company annualizes the Test Year’s 

customer levels by assuming that the September level of customers had been 

present for the full year. This adjustment is consistent with previous 

Commission decisions adopting pro forma adjustments for year-end customer 

Ievels. 

HOW WAS THE ANNUAL NUMBER OF CUSTOMERS DETERMMED? 

The customer annualization pro forma adjusts the number of customers each 

month to be consistent with the number of customers at the end of the Test Year, 

while preserving the natural seasonality inherent in customer levels. The “ratio 
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of customer change” is the mechanism by which this is accomplished. These 

ratios use the midpoint of each month as a cut-off point for determining if 

customers have been billed in a month. The Company counts active accounts as 

customers only if they have been billed for more than half of the month. 

Therefore, customers added during the first half of the month are assumed to 

have been billed for consumption during the entire month, while customers 

added during the second half of the month are assumed to have been billed for 

zero consumption for that month. Accordingly, for September 2005, customers 

added during the second half of the month have not been billed for 1/24‘ of the 

Test Year. Customers added after the midpoint of August 2005 represent 3/24* 

of the annual increase in customers, which would have been billed for August if 

they had been in effect as of the start of August. Likewise, 5/24* for customers 

added after the midpoint of July 2005, 7/24’ for customers added after the 

midpoint of June 2005, and so forth. These customer additions are then added to 

the actual customer counts for each month to arrive at the adjusted annualized 

counts. 

HOW WERE SALES AND REVENUE LEVELS THAT CORRESPOND 
WITH THESE CUSTOMER LEVELS DETERMINED? 

The monthly adjustments to customer counts are multiplied by the 

corresponding monthly weather normalized kWh usage for residential and small, 

medium and large general service cIasses, or the actual monthly usage for the 

other classes, which are not weather normalized. The resulting kWh adjustment 

is then applied to the rate levels authorized in Decision No. 67744. This 

calculation was made on a month-by-month basis for each class of customer. 

ARE THERE CORRESPONDING EXPENSES THAT NEED TO BE 
ADJUSTED? 
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Yes. As is done in the weather normalization pro forma adjustment, Test Year 

expenses are then normalized by appIying the kWh adjustment to the Test Year 

average fuel expense and the Test Year average OATT expense. 

WHAT OTHER SALES-RELATED REVENUES OR EXPENSES ARE 
YOU PROPOSING TO ADJUST? 

An adjustment to Test Year revenues is required to reflect A P S '  acquisition of 

the PWEC units. Those units no longer purchase auxiliary power under Rate 

Schedule E-36, Station Use Service, fiom the Company. APS now self-supplies 

any auxiliary power needs for these plants. In the Test Year, A P S  received $1.8 

million from PWEC for these power sales. The loss of this revenue requires a 

pre-tax operating income pro forma adjustment to the Test Year of S(l.1) 

million, and is included in the PWEC units pro forma in Schedule C-2. 

Additionally, the specific spending level for DSM programs set in Decision No. 

67744 requires an adjustment to both usage and revenue in the Test Year. The 

Company will experience a loss in revenue due to a reduction in customer usage 

as these programs are implemented and become successful. The expected usage 

reduction from the implementation of programs included in the Plan submitted 

to the Commission for approval on July 1, 2005 will average approximately 

94,201 MWh annually over a three-year period. The resulting revenue loss is 

calculated by multiplying the Test Year revenue in centskWh, less the Test 

Year fuel cost in cents/kWh, by these expected MWh reductions. The pre-tax 

operating revenue adjustment of $(4.9) million resulting from these sales 

adjustments is included in the DSM pro forma as shown on Schedule C-2. A P S  

witness Mr. Chris Froggatt discusses the remainder of that pro forma in his 

testimony. 
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Q* 
A. 

Q* 

A. 

coNcLusToN 
DO YOU HAVE ANY FINAL REMARKS? 

The volatility of natural gas and purchased power has been well documented 

over the last several years and is anticipated to persist into the future. In 

addition, the trend in prices for all of the fuel sources for electric generation, 

including natural gas, coal and nuclear, continues to be upwards, and fuel prices, 

natural gas in particular, are expected to remain high and volatile. Because the 

vast majority of the Company’s incremental load growth is served by natural gas 

(either through the operation of the Company’s own generating facilities or 

through purchased power), the Company’s fuel expense has increased 

dramatically since 2003, the year used to set the base fuel amount currently in 

effect. Because these amounts clearly are necessary expenditures required to 

meet APS’  customers’ needs, the base fuel amount should be adjusted 

accordingly. 

DOES THIS CONCLUDE YOUR €’REPILED DIRECT TESTIMONY IN 
THIS PROCEEDING? 

Yes. 
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Q9 

A. 

Q* 
A. 

Q. 
A. 

REBUTTAL TESTIMONY OF 
PETER M. EWEN 

ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 
(Docket No. E-01345A-05-0816) 

INTRODUCTION 

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION. 

My name is Peter M. Ewen. My business address is 400 N, 5~ Street, Phoenix, 

Arizona, 85004. I am Manager of the Revenue and Fuel Analysis and Forecasts 

Department for Arizona Public Service Company (“APS” or “Company”). In that 

role, I am responsible for preparing the Company’s short-range and long-range 

forecasts of system peak demand and energy sales, and projecting the optimal 

dispatch of available resources to minimize the cost of meeting those energy 

requirements. 

DID YOU FILE DIRECT TESTIMONY IN THIS PROCEEDING? 

Yes, I filed direct testimony in this docket on November 4,2005 (“Initial Filing”), 

and also provided updated testimony on January 3 1,2006 (“January Filing”). 

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY? 
The purpose of my rebuttal is to update the base fuel and purchased power cost 

included in the Company’s request, reflecting more current market and resource 

conditions. I provide a more reasonable level of fuel costs compared to the base 

fuel rate recommended by the Arizona Corporation Commission Staff (“Staff ’)! 

and explain why the recommendations from Staff and from Arizonans for Electric 

Choice and Competition (“AECC”) will understate likely fuel costs when the ne- 

base fuel rate becomes effective in 2007. I also present more appropriate 
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11. 

Q* 
A. 

calculations of the 2005 Palo Verde Nuclear Generating Station (“PV” or “Palo 

Verde”) unplanned outage costs discussed by Staff witness Jacobs. Additionally, I 

show that Staff has wrongly rejected the Company’s revenue pro forma 

adjustment for the energy impacts stemming from the Company’s committed 

expenditures on demand-side management (“DSM”) programs through 2008, yet 

has retained those impacts in the derivation of the base fuel cost. I also disagree 

with both Staff and the Residential Utility Consumer Ofice (“RUCO”) 

recommendations on the treatment of overhaul costs for certain of the Company’s 

generating facilities. Staffs recommendation, in particular, deviates from past 

Commission practices in this area. Finally, E address certain of Staffs 

recommendations contained in the Final Audit Report: APS Fuel and Purchased 

Power Procurement and Costs (“Fuel Audit Report”), issued August 3 1,2006. 

SUMMARY OF REBUTTAL TESTIMONY 

PLEASE SUMMARIZE YOUR REBUTTAL TESTIMONY. 

In my rebuttal testimony, I address three key issues. Specifically, I: 

1. Update the Company’s base fuel, purchased power, and off-system sales 

pro forma to reflect the evolution of time and prices, which results in an 

additional $32 million’ that the Company is seeking in this rate application 

bringing the Company’s total fuel-related request to $33 1 million. I discuss 

why I do not agree with the base he1 adjustment proposals by Staff and 

AECC. I show why the Company’s updated base fuel rate is a more correct 

’ 
Froggatt’s Rebuttal Testimony. 

This adjustment is set forth on Attachment CNF-2RB, page 8 of 16, which is attached to Chris 
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and appropriate level than either of these proposals because it more 

accurately portrays the on-going level of costs facing the Company. 

I also discuss why I do not agree with Staff and RUCO’s proposed DSM 

lost revenue adjustments, as well as their respective treatment of overhaul 

costs at the Company’s Sundance, Redhawk, and West Phoenix power 

plants.2 

2. Provide the procedural details and missing elements associated with Staff’s 

proposed changes to the operation of the Power Supply Adjustor (“PSA”), 

in the event those recommendations are adopted by the Commission. Staff 

was largely silent on several key aspects of how their proposed PSA would 

be implemented, so I describe some of the important steps that would have 

to be in place for such a proposal to work effectively. In any case, if the 

Commission were to adopt Staff’s approach to the PSA and Staff’s 

proposed base fuel rate, it is imperative that the Commission also establish 

the 2007 adjustor rate in this proceeding at the level I propose, and 

implement it concurrently with Staffs proposed base he1 rate. 

3. Demonstrate that the financial disallowance recommended by Staff witness 

Jacobs overstates the actual costs of the PV outages charged to the PSA by 

$8.6 million, and does not reflect the impact of the superior performance at 

the Company’s other low-cost baseload generating units. 
> 

Throughout my testimony, I refer to the Redhawk and West Phoenix power plants as the “PWEC 
Units”. The Commission authorized the transfer of these plants from Pinnacle West Energy Company 
(“PWEC”) to APS in Decision No. 67744. Because this transfer did not occur until 10 months into the 
test year in this proceeding, the Company has offered a “PWEC Units” pro forma adjustment. 
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111. 

Q* 

A. 

Q* 

A. 

In addition, I address recommendations contained in Staffs Fuel Audit Report, 

specifically those regarding 1) written PSA policies and procedures, and 2) ways 

to incorporate 90/10 load forecasts in the fbture. 

UPDATED BASE FUEL AND PURCHASED POWER PRO FORMA, 
INCLUDING OFF-SYSTEM SALES MARGINS 

HAVE YOU RECALCULATED THE COMPANY’S FUEL EXPENSES 
BASED ON MORE CURRENT FUEL AND PURCHASED POWER 
PRICES? 

Yes. I have re-estimated fuel and purchased power expenses, including off-system 

sales  margin^,^ using June 30, 2006 forward prices for natural gas and wholesale 

power for January through December 2007. These adjustments primarily reflect 

the process of bringing the information used in the calculation of the pro forma 

adjustment more current and of updating to 2007 calendar year levels, including 

the value of the Company’s 2007 gas and power hedges. As APS witness Don 

Robinson indicates in his Rebuttal Testimony, the Company is withdrawing its 

proposal to retain 10% of actual hedge gains or losses each year. Accordingly, my 

he1 estimates reflect the credit of 100% of the hedge values in 2007. I have 

updated the Base Fuel and Purchased Power Expense pro forma (Attachment 

PME-IRB) and the Normalized Off-System Sales pro forma (Attachment PME- 

2RB) to reflect these changes. 

WAS THE UPDATE OF FORWARD PRICES AND HEDGES THE ONLY 
ADJUSTMENT YOU MADE TO THE ORIGINAL PRO FORMA? 

No. I also adjusted the energy sales to reflect 2007 customer growth levels, 

Throughout the remainder of my testimony, the term ‘%el expenses” may be used generically to refer to 3 

fuel and purchased power expenses, including off-system sales margins. 
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Q. 
A. 

IV. 

Q- 
A. 

Q* 
A. 

Q. 
A. 

modified the resources available to meet load in 2007 based on known contract 

terminations (for example, with Salt River Project and Tucson Electric Power 

Company), new contracts (primarily the Reliability RFP contracts that begin in 

2007), and increased coal and nuclear fuel prices to be in line with their 2007 

contractual terms. Additional adjustments include the short-term capacity costs 

resulting &om the adjusted 2007 load and resource balance, and the current view 

of the El Paso Natural Gas transportation contract costs. 

WHAT IS THE IMPACT OF YOUR UPDATED FUEL EXPENSE? 
This update results in an increase in test year fuel expense of approximately $32 

million, increasing the Company’s originally filed fuel pro forma to $33 1 million. 

The base fuel rate consistent with this request is 3.3 1 12 $/kWh. 

STAFF AND INTERVENOR BASE FUEL, PURCHASED POWER., AND OFF- 
SYSTEM SALES MARGIN ADJUSTMENTS 
A.  Staff 

WHAT IS STAFF’S PROPOSAL FOR TEST YEAR FUEL EXPENSE? 

In his Direct Testimony, Staff witness Antonuk proposes a retail test year base 

fuel rate of 2.7975 $kWh. 

DO YOU AGREE WITH THIS PROPOSAL? 

No. I cannot agree with Staffs recommendation. 

IS STAFF’S CALCULATION OF COSTS INCORRECT? 
Mathematically, it appears to be correct. However, conceptually it has two 

significant problems with its application. First, it has the obvious problem that it 

is backward looking and ignores known and measurable changes that are raising 

fuel costs during the time fiame in which new rates are expected to take effect. 
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Mr. Antonuk admits as much when he indicated “we [StafTJ do not consider 2007 

circumstances irrelevant” and “we recommend the use of a forecasted year for 

setting the PSA rate in the future.” (Antonuk Direct Testimony, page 33, lines 19, 

22.) The following list catalogs the principal factors already known about 2007, 

which are included in the pro forma adjustment I described above: 

Different prices for natural gas and purchased power, the vast majority of 

which have already been locked in place through the Company’s forward 

hedge contracts; 

Almost certain growth in customers and the corresponding increase in 

energy demand; 

Contractual changes in the Company’s portfolio of long-term purchased 

power agreements, including resources acquired through the 2005 

Reliability RFP and the 2005 Renewables RFP; 

Changes in the cost structure for natural gas transportation from the El 

Paso Pipeline; 

The contractual availability of the Sundance generating units; 

The DSM energy savings related to the Company’s spending obligations 

resulting &om the Company’s previous rate case: 

New requirements for short-term capacity agreements to meet the higher 

peak demand; and 

Increased costs for coal and nuclear &el prices. 

WHAT IMPACT DOES IGNORING THESE KNOWN FACTORS HAW 
ON FUEL COSTS? 

Docket No. E-01345A-03-0437. 
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Q* 

A. 

In comparison to the estimated fuel costs for 2007, Staff's 2006 estimate is 

O.S$/kWh too low and leads to a revenue shortfall of almost $140 million on a 

normalized test year sales basis (3.3 112$/kWh - 2.7975$/kWh x 26,759 GWh = 

$137.5 million). If not adjusted appropriately, this differential could amount to 

over $150 million in fuel deferrals in 2007. It is possible for this differential to 

become a non-issue if the Commission were to adopt a prospective PSA adjustor. 

I describe the important features that would be required for this type of 

prospective PSA adjustor later in my testimony. 

WHAT IS THE SECOND PROBLEM WITH STAFF'S CALCULATION OF 
TEST YEAR FUEL EXPENSE? 

The second major problem with Staffs 2006 base fuel estimate is the reduction to 

the normalized fuel level of $3.7 million related to the transmission optimization 

transactions. The sales margins resulting from these transactions were credited to 

fuel expenses through the PSA mechanism when they occurred, so customers have 

already received the benefit fiom them. Just as importantly, however, the 

transactions Mr. Antonuk references are one-time, non-recurring transactions. Mr. 

Antonuk admits as much when he states that "we do not disagree with the 

forward-looking assumption that A P S  will not directly make such transactions and 

earn margins fiom them". (Antonuk Direct Testimony, page 29, lines 21-23.) 

Because customers have received the benefit of these transactions and since they 

are non-recurring activities, it is imperative that the Commission not include them 

in normalized off-system sales activity. All of these deviations fiom known and 

measurable costs result in a test year fuel expense that will preclude the Company 

from recovering its prudently incurred fuel costs in 2007 when rates from this case 

will go into effect. 
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Q* 

A. 

Q* 
A. 

B. AECC 

DO YOU AGREE WITH THE PROPOSED ADJUSTMENT TO FUEL 
EXPENSE RECOMMENDED BY AECC? 

No, I do not. AECC witness Higgins has proposed that the base fuel rate be set at 

the level discussed in the Company’s Emergency Case’ earlier this year, which is 

some $99 million lower than what the Company and Staff believe is the correct 

price level. He bases that proposal on the conclusion that “February 28, 2006 

prices . . . have generally held during the subsequent months . . .”. (Higgins 

Direct Testimony, page 6, line 13-14.) 

IS THAT THE APPROPRIATE CONCLUSION TO DRAW? 
No. Mr. Higgins apparently only looked at forward prices on two days - 
February 28,2006 and June 30,2006. He missed the fact that forward prices have 

continued to exhibit significant volatility, and the fact that by July 31, 2006 - 

almost three weeks prior to the filing of his testimony in this case - gas prices had 

increased by more than $l.OO/mmbtu. Furthermore, Mr. Higgins indicated in 

response to an A P S  data request that he relied in part on market data provided to 

him by The market data he cited includes price quotes for natural gas at 

Henry Hub, the San Juan basin in northern New Mexico and the Permian basin in 

west Texas from May 1, 2006 to August 10, 2006. In that time span, prices 

exhibited volatility of over 20%. Henry Hub prices ranged from a high of 

$9.71/mmbtu on July 31 to a low of $7.95 on July 18. Attachment PME-3RB 

provides a graphical representation of the data provided to Mr. Higgins. I find it 

difficult to characterize price movements in natural gas of over $1.70/mmbtu in 

Docket No. E-O1345A-06-0009. 
See Data Request and Response APS-AECC-2- 1. 
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V. 

Q- 

A. 

Q* 

A. 

the span of several months, let alone a couple of weeks, as “hav[ing] generally 

held.” 

Mr. Higgins also neglected to consider changes in the Company’s contractual 

commitments, including the Reliability RFP Contracts and the current hedge 

contracts, and the fact that energy demand will be significantly higher at the time 

that rates are expected to go into effect. Higher energy demand means an 

increased share of relatively higher cost gas generation and market purchases. It is 

both reasonable and appropriate to set the base fuel rate at a level that is consistent 

with fuel costs that are likely to be incurred at the time those rates become 

effective. 

OTHER STAFF AND INTERVENOR ADJUSTMENTS 

A.  DSMLost Revenues 

DO YOU BELIEVE IT IS APPROPRIATE TO EXCLUDE REVENUE 
INPACTS RELATED TO THE COMPANY’S MANDATED DSM 
PROGRAMS FROM THE TEST YEAR? 

No, I do not. 

IS SUCH AN ADJUSTMENT BEING PROPOSED BY STAFF AND 
RUCO? 
Yes. Staff witness Anderson (in Schedule C-1) and RUCO witness D i u  Cortez 

(in pages 14 through 17 of her Direct Testimony) have both recommended 

excluding the Company’s proposed revenue normalization for the anticipated 

energy reductions resulting fkom the Commission-mandated and Commission- 

approved DSM programs. 

WHAT IS YOUR UNDERSTANDING OF THEIR POSITIONS ON THE 
REVENUE-RELATED DSM PRO FORMA ADJUSTMENT? 

9 
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A. 

Q- 

A. 

Both Staff and RUCO state that such an adjustment violates the Settlement 

Agreement fi-om the Company’s previous rate case.’ Staff additionally states that 

it duplicates the performance incentive clause that is included in the funding 

mechanism for the Company’s DSM programs. 

DO YOU AGREE WITH THESE ANALYSES AND CONCLUSIONS 
REGARDING THIS ADJUSTMENT? 

No. As I have explained before, it is appropriate to set rates based on conditions 

that will be present when the new rates go into effect. These DSM energy 

reductions are perfect examples of such conditions. In Decision No. 67744, the 

Commission ordered that the Company spend $48 million through 2007 on DSM 

programs. The Company filed a DSM Portfolio, including expenditure budgets 

and planned energy reduction achievements, for Commission review and 

approval, which has been granted. The Company is obligated to follow through 

on these programs, and the revenue pro forma adjustment simply normalizes for 

this known and measurable fact. 

It appears that Staff and RUCO are confbsing an adjustment to base rates in a 

general rate case for a known and measurable condition with a year-by-year net 

lost revenue approach. Per the Settlement Agreement, the Company is not 

proposing a year-by-year net lost revenue recovery mechanism, nor is it 

subtracting net lost revenues from its $48 million commitment. If APS cannot 

recover the lost revenues from DSM programs in general rate proceedings, it will 

never be able to recover its full cost of service - something that was neither 

’ The Settlement Agreement was adopted in Commission Decision No. 67744. 
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Q. 

A. 

Q* 

A. 

required by Decision No. 67744 nor is consistent with the concept of cost-of- 

service regulation. 

Additionally, RUCO appears to equate the recovery of net lost revenue to a 

reduction in the Company’s mandated DSM spending requirements. This is not 

the case. The Company will spend the amount of money it has been ordered by 

the Commission to spend on DSM programs ($16 million per year, $6 million 

recovered in base rates and $10 million recovered through the DSM adjustment 

mechanism). 

ARE THE ENERGY REDUCTIONS.ASSOCIATED WITH THE DSM PRO 
FORMA ADJUSTMENT ALSO INCLUDED IN YOUR ESTIMATE OF 
BASE FUEL EXPENSES THAT YOU DESCRIBED EARLIER IN YOUR 
TESTIMONY? 

Yes, they are. 

DID STAFF PROPOSE AN ADJUSTMENT TO BASE FUEL EXPENSES 
TO REMOVE THE EFFECT OF THESE ENERGY REDUCTIONS? 

No, Staff did not. In my view, it is inappropriate to allow an adjustment to energy 

for the purpose of reducing average fuel expenses, but not allow that same 

adjustment to reduce revenue. Failure to make this adjustment seems particularly 

unusual because these amounts are derived fkom the very set of programs that 

were approved by the Commission? 

The Commission approved the DSM programs in Decision No. 68064 (Consumer Products Program, 
issued August 17,2005); Decision No. 68488 (Residential Programs, issued February 23,2006); Decision 
No. 68647 (Low Income Programs) and Decision No. 68648 won-Residential Programs) - both of which 
were issued April 12,2006. 
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B. 

Q. 

A. 

Treatment of Variable Operations & Maintenance (“O&A4’,) Costs. 

STAFF WITNESS DITTMER, AECC WITNESS HIGGINS, AND RUCO 
WITNESS SCHLISSEL HAVE EACH TAKEN A POSITION ON THE 
VARIABLE ROUTINE AND/OR OVERHAUL O&M EXPENSE FOR THE 
FORMER PWEC UNITS AND/OR THE SUNDANCE PLANT. DO YOU 
AGREE WITH THESE POSITIONS? 

No. Staff has recommended that the overhaul O&M expense normalization for 

the Company’s Sundance power plant be excluded, despite the fact that the 

Company has followed the same methodology for Sundance as it has for each and 

every other one of its generating facilities. This is the same methodology that has 

historically been accepted by the Commission. Mr. Dittmer is concerned that the 

adjustment for Sundance plant overhauls will potentially lead to an over-recovery 

of such costs. In fact, the converse is true. If we do not make this adjustment, the 

Company will almost certainly recover its costs for Sundance. Mr. Dittmer 

offered no circumstances when such an adjustment was not accepted by the 

Commission. Mr. Dittmer’s logic seems to be a classic case of selective and 

inconsistent treatment that, if adopted, would eliminate any chance the Company 

has in fidly recovering its O&M expenses for Sundance. 

Mr. Higgins’s logic for ignoring the changes in variable O&M costs for the 

former PWEC plants is also curious. As I understand it, he is proposing that the 

Company revert back to the costs used in the previous rate case to establish the 

on-going costs for the PWEC plants. Mr. Higgins does not disagree with the 

concept that costs change over time (Higgins Direct Testimony, page 9, line 20), 

and he offers no support’ that the costs of these plants have not changed in three 

In response to Data Request APS-AECC-2-2 , which sought supporting documents for the analysis that 
Mr. Higgins had done relating to increased O&M costs, Mr. Higgins had no documentation to provide. 
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VI. 

Q* 

A. 

Q. 

A. 

years (2002 was the test year in the prior rate case). For these reasons, his 

proposal should be rejected. 

Mr. Schlissel’s proposed adjustment is inconsistent with Staffs consultants, who 

after an extensive and thorough audit, found that “O&M expenditure patterns 

[were] . . , consistent with system operational requirements.” Fuel Audit Report at 

92. Moreover, Staff made no similar adjustment to O&M costs for the 

Company’s natural gas units. 

STAFF’S PSA RECOMMENDATIONS 

A. Forecasted Fuel Expense Levels 

DO YOU AGREE WITH STAFF WITNESS ANTONUK’S PROPOSAL TO 
UTILIZE 2007 ESTIMATED FUEL EXPENSE TO DETERMINE AN 
APPROPRIATE PSA ADJUSTOR? 

I believe that setting the base fuel rate at the level I have described is far more 

important than utilizing a 2007 estimated fuel cost as the basis for a forward- 

looking PSA adjustor. However, if the Commission were to adopt a lower base 

fuel rate than the one I have proposed, I would support the concept of a 

prospectively-set PSA adjustor as a method for more closely aligning fuel 

expense recovery with fuel expense expenditures. This approach would have the 

benefit of keeping the Company’s fuel expense deferrals (positive or negative) as 

low as possible. 

IS STAFF’S CALCULATION OF 2007 FUEL COSTS CONSISTENT 
WITH THE 2007 ESTIMATED COSTS YOU PRESENTED EARLIER IN 
YOUR TESTIMONY? 

Yes, with one exception. The amount referenced by Mi. Antonuk in his direct 

testimony inadvertently excluded the capacity payments for the new Reliability 
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Q@ 

A. 

RFP contracts going into effect in June 2007. The fuel costs related to these 

contracts were included in the dispatch simulation model, but the capacity costs 

were omitted in the version initially provided to Staff. The corrected version has 

since been provided to Staff. Except for this change, the 2007 fuel estimates are 

identical. 

For the purposes of setting a base he1 rate, it would also be important to 

annualize costs for events taking place mid-year. We would want to do this so 

that the base fuel rate could be most reflective of conditions that are known to be 

in effect for longer than just the current or upcoming year. In this respect, the 

Company would have also proposed that the changes in capacity costs resulting 

from the initiation of the Reliability RFP contracts in mid-2007 and the 2007 

reduction in demand under the SRP Territorial and Contingent (“T&C”) 

Agreement be annualized. As a practical matter, though, the annualization 

adjustments I describe do not result in a material change in the base fuel rate, and 

since Staff was not in favor of such an adjustment, the Company is not proposing 

it. 

B. Implementation of Staffs PSA Proposal 

BASED ON YOUR UNDERSTANDING OF STAFF’S PROPOSAL FOR 
MODIFYING THE IMPLEMENTATION OF THE PSA, WHAT HAVE 
YOU CONCLUDED IS THE SINGLE MOST IMPORTANT ELEMENT 
THAT THIS COMMISSION SHOULD ADDRESS IN THIS 
PROCEEDING? 

If the Commission chooses to adopt the Staff proposal in this case, without 

hesitation, I believe that the Commission should adopt the 2007 estimated fuel 

cost level as presented in this proceeding as the basis for a 2007 prospective PSA 

adjustor. I suggest this for the very simple reason that there is not sufficient time 
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Q. 

A. 

Q* 

A. 

to get a decision in this case which then prescribes a follow up (potentially 

lengthening) procedure to establish the new adjustor level and have the new 

adjustor in effect early in 2007. 

WHAT IS YOUR UNDERSTANDING OF STAFF’S PROPOSAL FOR 
MODIFYING THE OPERATION OF THE PSA? 

As I understand the proposal, Mr. Antonuk would have the Company make a 

filing sometime in the fall of each year, which would provide the projected fuel 

costs for the following calendar year. The difference between the projected fie1 

costs and the projected recovery under base rates would serve as the basis for 

setting the PSA adjustor on a prospective basis. Mr. Antonuk’s Direct Testimony 

did not provide specifics regarding the form of the filing; how much time the 

Commission Staff may take to review the filing; what the approval process would 

be; when the new approved adjustor level would take effect; and how the 

Company and the Commission would address deviations that occur throughout 

the adjustor year. He also remained silent on how such a process would work in 

the context of the current rate case, given that the evidentiary hearing in the 

current case is scheduled to commence in mid-October and is unlikely to produce 

a Recommended Opinion and Order until early next year. Finally, Mr. Antonuk 

does not address what Staff proposes to do with what he describes as “caps and 

collars,” although it appears that he is opposed to them. (Antonuk Direct 

Testimony, page 6 ,  lines 7-1 1 .) 

HOW DO YOU PROPOSE THAT THE COMMISSION HANDLE THESE 
DETAILS? 

For reasons I have articulated above, I believe that if the Commission wishes to 

adopt this general Staff approach, it should still adopt a base fuel rate of 
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Q* 

A. 

Q* 

3.3 112#/kWh and move to a prospective adjustor mechanism to take effect in 

2008. This would allow the base fuel rate to be aligned as closely as possible to 

the fbel costs that the Company will be incurring the first year that rates are in 

effect and provide for an orderly transition to the new PSA sbwture suggested by 

Staff. 

However, if the Commission chooses not to adopt such an approach in this 

proceeding and opts instead for the base fuel rate as proposed by Staff (without 

the $3.7 million increase to off-system margins proposed by Staff), then the 

Commission should use this rate case proceeding for setting the 2007 prospective 

costs. The revised 2007 fuel cost estimate would suffice for this purpose. In the 

instance where the Commission adopts Staffs proposed test year base fuel rate of 

2.8 1 1 1 $/kwh (corrected for the inappropriate off-system margin adjustment 

applied by Staff), the corresponding prospective adjustor for 2007 would be 

0.500 1 $/kWh. 

DO YOU FORESEE THE 90/10 SHARING MECHANISM APPLYING TO 
THIS ADJUSTOR? 

No. The purpose of the prospective adjustor is to take into account costs that are 

already largely set and to adjust for a base fuel rate that is either too high or too 

low. In the situation where the base he1 rate is set lower than the Company's on- 

going fuel costs, the 10% sharing mechanism serves as nothing more than a 

penalty and an automatic disallowance of fuel costs. In the reverse situation, 

when on-going costs have fallen below the level of the base fuel rate, customers 

end up paying more than they otherwise would have to. 

YOU MENTIONED DEVIATIONS IN FUEL COSTS OVER A N D  ABOVE 
THE BASE RATE PLUS PROSPECTIVE ADJUSTOR LEVELS.' WILL 
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A. 

Q* 
A. 

Q* 

A. 

THERE STILL BE A NEED FOR A RETROSPECTIVE ADJUSTOR LIKE 
THE ONE CURRENTLY IN PLACE? 

Yes. In fact, the current PSA structure can remain largely intact with the 

exception of adding a provision for filing and approval of a prospective adjustor. 

The current structure would allow for any deviations as described above to be 

captured at year-end and flowed through in a separate adjustor rate in the 

following year, This is how the process works now, and it can also work this way 

with a prospectively-set adjustor. The primary difference between the current 

application and the one being proposed here is that once the prospective adjustor 

is set, the deviations in any year are likely to be minor. As we have seen in 2005 

and 2006, deviations in actual fuel costs from the current base fuel rate of 

2.0743$/kWh without a forward-lookina adiustor can be and have been quite 

large. 

WHEN WOULD THESE ADJUSTOR RATES BE IMPLEMENTED? 

The current PSA structure calls for the retrospective or backward-looking adjustor 

to take effect with the first billing cycle in February of the following year. In the 

interests of simplifying the number of rate changes that customers might 

experience on their bills, we propose that both the prospective adjustor (beginning 

in 2008) and the retrospective adjustor be implemented at the same time, Le., with 

the first billing cycle in February of each year. 

WHEN WOULD THE COMPANY FILE FOR THE PROSPECTIVE 
ADJUSTOR? 

Under normal circumstances, the Company would file its forecast for the 

following year no later than September 30 of each year. I propose that Staff 

would then have 45 days to review the application and make its recommendation 
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Q* 

to the Commission. This timing would allow the Commission sufficient time to 

review the Staff recommendation and issue a final decision by the end of the year, 

which would then allow the rate change to take effect in February as desired. 

Under the current circumstances, to assure that the Company has suacient 

recovery of fuel expenses in 2007, it is crucial that the Commission utilize this 

current rate case proceeding to set the prospective adjustor for 2007 and that the 

prospective adjustor go into effect with the new rates to be authorized by the 

Commission through this proceeding. Without such a process, there will be no 

opportunity for the Company to recover its he1 costs in a timely manner. As a 

practical matter, the process for setting a prospective adjustor cannot begin until 

after a final decision is reached in this case unless the prospective adjustor is 

established as a part of this case. The establishment of this prospective adjustor 

could wait until 2008 if the Commission adopts the Company’s proposed base 

he1 rate. 

The Company would continue to operate under the existing PSA structure in the 

meantime, which means that: 

The interim adjustor of 7 millskwh will be terminated at Dec. 3 1,2006: 

and 

The Company will file the calculation of the retrospective Annual Adjustor 

in January 2007, which is currently anticipated to show a continuation of 

the Annual Adjustor at 4 rnillskWh. This will be the case regardless of 

what the Commission ultimately decides in this case. 

IS THERE A MORE DETAILED DESCRIPTION OF HOW THIS 
MECHANISM IS DESIGNED TO WORK? 
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A. 

VII. 

Q. 

A. 

Yes. Mr. David Rumolo is sponsoring a detailed Plan of Administration for the 

Company’s interpretation of the Staff-proposed mechanism, as well as a detailed 

Plan of Administration that incorporates the Company-proposed PSA changes 

included in Mr. Robinson’s Rebuttal Testimony. 

REPLACEMENT COSTS FOR PAL0 VERDE OUTAGES 

DO YOU PROPOSE ANY ADJUSTMENTS TO STAFF’S 
RECOMMENDED DISALLOWANCE OF REPLACEMENT POWER 
COSTS FOR PAL0 VERDE OUTAGES IN 2005? 

Yes. Mr. Levine and other Company witnesses have provided Rebuttal 

Testimony in this proceeding that shows that the Palo Verde outages cited by 

Staff witness Jacobs were not at all imprudent and couId not have been foreseen. 

However, if the Commission finds that any or all of these outages were 

imprudent, the disallowance of associated costs requires certain corrections and 

offsets. In particular, I have found that Dr. Jacobs has overstated the net 

replacement power costs by $8.6 million for the outages that occurred subsequent 

to the beginning of the Company’s PSA mechanism in April 2005. I also note 

that the Company’s coal plants reduced outage costs in 2005 by $10.0 million by 

performing above their normal levels, and I reiterate that the 2005 outages 

occurring prior to the start of the PSA - whether prudent or not - have already 

been expensed by the Company and are normalized out of the test period used for 

setting base rates. In summary, Staff’s recommended disallowance of $17.4 

million should be eliminated or, at the very least, reduced dramatically. The 

interest related to the ultimate disallowance, if any, must also be recalculated. 

DOES STAFF’S RECOMMENDATION OVERSTATE THE TRUE 
INCREMENTAL COST OF THE REPLACEMENT POWER FOR THE 
PAL0 VERDE OUTAGES HE FINDS FAULT WITH? 

19 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

A. Yes. Th $17.4 million disallowance cited by Staff witness Dr. Ja obs includes 

Io The GDS Report was filed in Docket No. E-01345A-05-0826, In the Matter of the Inquiry into the 
Frequency of Unplanned Outages during 2005 at Palo Verde Nuclear Generating Station, the Causes oj 
the Outages, the Procurement of Replacement Power and the Impact of the Outages on Arizona Public 
Service Company's Customers. 

several overstatements, which amount to $8.6 million. They include the 

following: 

Note: The analysis discussed below was contained in Report of GDS 
Associates, Inc. on Behalf of Utilities Division, Arizona Comoration 
Commission, ("GDS Report '7 issued August 17, 2006." 

The impacts on off-system sales estimated by Dr. Jacobs are overstated by $1.8 

million. Dr. Jacobs erroneously concludes that every megawatt-hour (MWh) 

of lost power results in a lost off-system sale, even though the Company was 

forced to purchase a large share of its replacement power fiom the market, and 

that on average the lost margins on each sale approximated the Company's 

average unit margin for the entire April-December 2005 time period. In fact, 

neither of these is the case. In contrast to the estimated 187,000 MWh of lost 

off-system sales calculated by Dr. Jacobs, it appears that the Company lost at 

most 9,000 MWh of sales during the Unit 1 outage fiom August 26' through 

August 28a and the Unit 2 and Unit 3 outages in mid-October. Having said 

that, it also is the case that the lost unit margins were approximately three 

times greater than the value used by Dr. Jacobs. I have estimated these 

amounts by running a simulation of the power system on the days of the 

outages at issue using actual load and market conditions. I then compare the 

results of this simulation to the actual results experienced by the Company for 

these same days. The result is a reduction in off-system sales margins from 
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what otherwise might have been achieved of $322,000. This reduced off- 

system sales result is $1.8 million lower than the $2.1 million amount 

recommended by Dr. Jacobs. 

0 The Unit 3 Refbeling Water Tanks (“RWT”) outage costs in October 2005 are 

overstated by $1.2 million. Dr. Jacobs appears to have repeated the outage 

costs incurred during the Unit 2 RWT outage for the Unit 3 outage during the 

same time period. GDS Report Attachment 15 shows a replacement power 

cost of $7.672 million for both the Unit 2 outage and the Unit 3 outage. 

However, this approach ignores the stratification of actual replacement power 

sources and costs fkom highest-cost resource to lowest-cost resource in the 

replacement power cost calculation methodology, and therefore ignores the 

ultimate assignment of higher cost resources to the Unit 2 outage than the Unit 

3 outage. Per the correct method, the Unit 3 outage incurred only $6.475 

million, not the $7.672 million claimed by Dr. Jacobs. APS provided Dr. 

Jacobs with the relevant information to make an accurate analysis in response 

to Data Request PB 1.7l’ The corrected value for the Unit 3 outage costs 

declines by $1.2 million. Following Dr. Jacobs’s methodology of applying the 

90/10 share to these costs, the decrease in costs becomes $1.1 million. 

The Unit 2 RWT outage costs in October 2005 are overstated by $5.6 million 

because the incremental outage duration related to the RWT question amounts 

to less than three days - as opposed to the nine days of outage used by Dr. 

Jacobs in his recommendation. As Mr. Levine describes in his Rebuttal 

Testimony, the fact that work was done on several other systems during the 
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time period that Unit 2 was shut down avoided almost certain unplanned 

outages that would have occurred prior to Unit 2’s scheduled refbeling outage 

in April 2006. The most significant of these was the Reactor Coolant Pump 

(“RCP”) oil seal replacements that, on average, require 6 days and 16 hours 

(160 hours in total) to complete fiom start to finish. Because Unit 2 was 

already shut down, the actual duration of the replacement work was limited to 

90 hours between October 13 and October 16. During this time period, the 

replacement power cost (net of the avoided nuclear &el expense) averaged 

$92.28/MWh and amounted to a total of $3.2 million. Using this same average 

cost for the h l l  160 hours of additional outage time that was avoided by 

performing the RCP oil seal work during the RWT investigation produces an 

avoided outage cost of $5.636 million. Following Dr. Jacobs’s methodology of 

applying the 90/10 share to these costs, the decrease in costs becomes $5.1 

million. 

Another way of looking at these avoided outage costs is to estimate what the 

costs would have been if they had occurred at some point following the RWT- 

related outage. Replacement power costs, net of avoided nuclear fuel expense, 

averaged about $90/MWh in October 2005, $1 O O N W h  in November 2005, and 

$70/MWh from December 2005 through March 2006. Applying these values 

to the energy lost fkom the RCP outage duration of 160 hours results in a range 

of potential outage replacement costs fiom $4.4 million to as much as $6.1 

million. The calculation I have provided above falls in line with this range. 

Additionally, as Mr. Levine testifies, the main feedwater pump repair work and 

the heater steam drain repair would have been required at some point prior to 

Unit 2’s next refbeling outage. This work would not have required a complete 
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shut down of the unit, but it would have required a downpowering to partial 

power - 40% in the case of the main feedwater pump repair, and 10% for the 

heater steam drain repair. This work may or may not have been performed 

independently of the RCP oil seal work, but in the event that the work would 

have been performed incrementally to the RCP oil seal work, the upper end of 

the range of avoided costs would increase to $7.0 million. Mr. Levine also 

notes that a main generator bushing replacement was also performed at the 

same time as the RCP oil seal work and would have been timed to coincide 

with the RCP oil seal work if it had occurred at a later date than October 2005. 

The range of replacement power costs associated with this outage, calculated in 

the same manner as the outages above, is a low of $3.7 million to a high of $5.2 

million. While the replacement power costs associated with this outage were 

not incremental to the RCP work, the range of cost estimates is evidence of the 

amount of prudent work performed during this period. It is clear that while the 

RWT question posed by the Nuclear Regulatory Commission was the initial 

cause of the October 2005 outage, the opportunity to perform necessary 

maintenance during that outage avoided fitwe outage costs of a significant 

magnitude. 

The outage costs for Unit 1 from August 26 to August 28 are overstated by 

$98,000. Dr. Jacobs used the net replacement power cost calculation of $1.260 

million initially provided by the Company in response to a data request, and 

this calculation did not appropriately account for the reactor power level when 

Unit 1 tripped off-line. The correct net replacement power cost is $1.162 

million. This amount accounts for the fact that the reactor was at 1.8% power 

when Unit 1 tripped, and would have remained out of service for the first 6.5 
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hours of the outage even if it had not tripped off-line. While Unit 1 tripped 

off-line at 1824 on August 26*, the additional outage duration related to the 

trip started at 0100 on August 27* and continued until Unit 1 returned to 

service at 1646 on August 28*. At these levels, the corrected value for Unit 1 

outage costs declines by $98,000. Following Dr. Jacobs’s methodology of 

applying the 90/10 share to these costs, the decrease in costs becomes $88,000. 

Finally, Dr. Jacobs did not accurately apply the 90/10 sharing methodology in 

his calculated disallowance where the result was his recommendation that the 

Company expense $515,000 of replacement power costs a second time. In 

applying the 90/10 sharing requirement, Dr. Jacobs took the full net 

replacement power cost for any particular outage and reduced that amount by 

10%. In actuality, the 90/10 sharing occurs only with respect to fuel costs in 

excess of the Company’s fuel costs included in base rates. This means that the 

Company expenses 100% of the replacement power costs up to the level 

included in the Company’s base rate and 10% of the amounts thereafter. For 

the outages cited by Dr. Jacobs as imprudent, the level of outage costs already 

expensed was $570,000 in base rates and $910,000 through the 90/10 sharing 

mechanism for a total of $1.480 million. Using my corrected values from 

above, Dr. Jacobs’s method gives credit for only $965,000 of outage costs 

already expensed. The difference is $515,000, or 90% of the $570,000 

included in base rates. 

In summary, these corrections to Dr. Jacob’s proposed disallowance significantly 

reduce that disallowance. Attachment PME-4R.B shows each of these 

adjustments. Once these corrections are applied, the impact on interest will also 

have to be calculated. 
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Q* 

A. 

ARE THERE OTHER OFFSETTING FACTORS THAT DR JACOBS 
IGNORES? 

Yes. Most importantly, Dr. Jacobs neglected to reflect the mitigating effect on 

replacement power costs resulting from the superior performance of the 

Company’s coal-fired generating plants. The Company’s coal plants had a 

remarkable year of performance in 2005 and set an all-time high for capacity 

factor, which means that they produced more power in 2005 than in any previous 

year. These plants had 40% less unplanned outage time than the normalized 

amount included in the Company’s base rates, and this “better than normal” 

performance reduced fbel costs by $10.0 million (at the relatively low market 

prices included in the Company’s base be l  rate). The variable b e l  costs for the 

coal plants are almost as low as those for Palo Verde. When considering the 

market costs for replacement power in 2005, it is clear that every MWh of higher- 

than-planned production by the coal plants served to offset almost a full MWh of 

lost production from Palo Verde. Customers have already received the benefit of 

these be l  expense savings through the PSA mechanism. 

The following table summarizes the adjustment I have just described: 

Corrections and Offsets to Staff Recommended Disallowance 

Corrections to Staff Calculations: 
Unit 2 RWT 
Off-System Sales Impact 
Unit 3 RWT Outage 
Unit 1 Reactor Trip 
Costs Already Expensed 
Total 

Coal Plant Performance Offset 

Total: Corrections & Offsets 

25 

$ 5.1 Million 
1.8 Million 
1.1 Million 
0.088 Million 
0.5 15 Million 

$ 8.6 Million 

$10.0 Million 

$18.6 M illion 
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VIII. STAFF’S FINAL AUDIT REPORT ON FUEL AND PURCHASED P O W R  
PROCUREMENT 

Q- 

A. 

Q- 

A. 

Q. 

A. 

IN ITS RECOMMENDATIONS IN THE FUEL AUDIT REPORT, STAFF 
HAS RECOMMENDED THAT THE COMPANY ANALYZE SYSTEM 
RESERVE CALCULATIONS USING BOTH A 50/50 AND 90/10 LOAD 
FORECAST, INCORPORATING THE CONSTRAINTS OF THE 
PHOENIX LOAD POCKET. WHAT IS YOUR RESPONSE TO THIS 
RECOMMENDATION? 

The Company has prepared and analyzed the impacts of “90/10” load forecasts in 

the past as part of the Company’s routine sensitivity analyses. While the risks of 

exceeding the 50/50 load forecast are fairly well understood in the Company, we 

will seek ways to incorporate these forecasts more formally. 

STAFF HAS ALSO MADE RECOMMENDATIONS IN THE FUEL AUDIT 
REPORT RELATED TO PSA PROCEDURES AND FILINGS. WHAT IS 
YOUR RESPONSE TO THESE RECOMMENDATIONS? 

Staff has recommended that the Company develop a written procedure for the 

preparation of the monthly PSA filings, and add a supporting back-up schedule to 

add greater transparency between the confidential PSA filing and the non- 

confidential PSA filing. The Company has no objection to these 

recommendations, and has already developed both of the suggested documents. 

THE FUEL AUDIT REPORT ALSO RECOMMENDS THAT THE 
COMPANY CORRECT PSA REPORTING METHODS TO ASSURE 
MORE ACCURATE CLASSIFICATION AND REPORTING OF COAL, 
OIL AND GAS GENERATION INFORMATION. WHAT IS YOUR 
RESPONSE TO THIS RECOMMENDATION? 

While I take issue with the notion that the prior method of reporting resulted in a 

mis-classification of costs, albeit of the most minor variety, the Company has no 

objection to this recommendation and has already revised the manner in which this 

information is reported. 
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Ix. 
Q. 
A. 

Q* 
A. 

CONCLUSION 

DO YOU HAVE ANY CONCLUDING REMARKS? 

To preserve the Company’s financial stability, it is critical that the Commission 

authorize rates that adequately cover the costs of energy during the time that the 

rates are in efSect. Because rates that result from this case will not be in effect 

until 2007, it is necessary and proper to take into account know and measurable 

changes to the test year in setting base fuel rates. Therefore, the Commission 

should set the Company’s base fuel rates at 3.3 112$/kWh for the reasons I have 

discussed. In the alternative, if the Commission decides to address the Company’s 

fuel cost issues through the PSA, to assure timely recovery of fuel costs, it is 

essential that the Commission establish the 2007 adjustor rate in this proceeding at 

the level I have proposed, and implement it concurrently with the Stail’s proposed 

base fuel rate. In regard to the costs of the unplanned Palo Verde outages, if the 

Commission finds, despite Company testimony to the contrary, that Company 

imprudence was the cause of the Palo Verde outages, the more appropriate 

calculations that I have presented should be the basis for any disallowance the 

Commission may consider. 

DOES THAT CONCLUDE YOUR TESTIMONY? 

Yes. 

1887030.3 

27 



s n 

F 
.- E 
A 
X 

F 
a 
C 

+ 3 

E a, E .- 



a, 
5 
5 
’5 

.. 
L 

0 
E 

Ln 
b 

a 
9 
l- 

e 

rn 
B 



I 9OOZIVZ/L 

h 900ZILCIL 
t!3 $ 1  
b 

3 
0 

9oowo CIL 2 -  0 
m 
3 

- 900ZIEIL 

b 

C 
3 
0 - 9OOZ1ZC19 

2 
0 < - 90011s19 

900116 118 -I 

2 a 
3 





v) 
W 

n 
'C c 
L 

4 
E! 
0 c 

J 
'0 
c 
0 
cn 
C 

.- 

B 
Q 
0) 

4 
5 

P) 
5 

i 0 

$ E  
c .- 

I +i 

t 
0 
3 
2 
B m 
s 
P) a 
0 
P) 
0 
C e 

P) 

- 6 - 

N 

0 
N 

L 

0 0)  

L 

T. N N  m 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

2A 

2: 

2t 

REJOINDER TESTIMONY OF PETER M. EWEN 

On Behalf of Arizona Public Service Company 

Docket No. E-01345A-05-0816 
Docket No. E-01345A-05-0826 
Docket No. E-01345A-05-0827 

October 4,2006 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

I. 

11. 

111. 

N. 

V. 

VI. 

Table of Contents 

INTRODUCTION ...................... .... .... ............................... .......................................... 1 

SUMMARY OF REJOINDER TESTIMONY ............................................................. 2 

REJOINDER TO STAFF WITNESS ANTONUK ....................................................... 3 

REJOINDER TO STAFF WITNESS ANDERSON ..................................................... 9 

REJOINDER OF STAFF WITNESS DITTMER ....................................................... 10 

CONCLUSION .............. . . . .. .. . .... . . . ... . ...... .. .... .. .. .... ... ........... . .. . .. .. .... .. , . , .. . . . .. .. . . . ... . . .. .. . . 12 

FUEL AND PURCHASE POWER KEY FACTORS ... ..... . ... .. . .... . ........ . Attachment PME- 1 RJ 

-1- 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

I. 

Q* 
A. 

Q- 

A. 

Q. 
A. 

Q* 

A. 

REJOINDER TESTIMONY OF PETER M. EWEN 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

(Docket No. E-01345A-05-0816) 
pocket No. E-01345A-054826) 
(Docket No. E01345A-05-0827) 

INTRODUCTION 

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION. 

My name is Peter M. Ewen. My business address is 400 North Fifth Street, Phoenix, 

Arizona, 85004. I am Manager of the Revenue and Fuel Analysis and Forecasts 

Department for Arizona Public Service Company (“APS” or “Company”). In that role, 

I am responsible for preparing the Company’s short-range and long-range forecasts of 

system peak demand and energy sales, and projecting the optimal dispatch of available 

resources to minimize the cost of meeting those energy requirements. 

DID YOU PREVIOUSLY FILE DIRECT AND REBUTTAL TESTIMONY IN 
THIS PROCEEDING? 

Yes. 

WHAT IS THE PURPOSE OF YOUR REJOINDER TESTIMONY? 

I respond to the Surrebuttal Testimony of three Staff witnesses: Mr. John Antonuk 

regarding base fuel costs; Mr. Jerry Anderson regarding demand side management 

(“DSM”) net lost revenues; and Mr. James Dittmer regarding Sundance Operations & 

Maintenance (“O&M) expenses. 

DOES YOUR SILENCE REGARDING ANY OF THE ISSUES DISCUSSED BY 
OTHER PARTIES INDICATE AN ACCEPTANCE OF THOSE POSITIONS? 

No, it does not. An absence on my part of a response to a surrebuttal issue should not be 

taken as acceptance of any party’s testimony; instead it is an indication that I maintain 

my position, as discussed in previous testimony. 
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11. 

Q. 
A. 

SUMMARY OF REJOINDER TESTIMONY 

WOULD YOU PLEASE SUMMARIZE YOUR REJOINDER TESTIMONY? 

Yes. At Staffs suggestion, I have recomputed the base fuel expense for 2007 using 

closing forward prices for natural gas and purchased power from September 29,2006 for 

calendar 2007 delivery. Those prices yield a base fuel cost of 3.2491gkWh and a 

revenue requirement over the Company’s current rates of $314.4 million. This revenue 

requirement is lower than the one filed in my Rebuttal Testimony by $16.6 million, but 

is some $120.8 million greater than the level recommended by Staff witness Antonuk. It 

is imperative that the Commission set the Company’s rates at a level that is sufficient to 

recover these expenses. In the alternative, if the Commission chooses to adopt both the 

Staff-recommended base fuel rate and Staffs recommended modifications to the Power 

Supply Adjustment (“PSA’’) mechanism, then it is imperative that the prospective 

adjustor for 2007 be set at 0.4516$/kWh in order to limit the amount of under-recovery 

of fuel expenses that may occur in 2007. This under-recovery is likely even if the 

3.2491gYkWh level is adopted by the Commission for the simple reason that new rates 

are not likely to take effect until several months into the year 2007, and the Company 

needs the revenue collected in the spring and fall months of each year to even out the 

shortfall that inevitably occurs in the summer months of each year. Without the chance 

of starting the year 2007 at the correct level, it is most likely that the recovery of fuel 

expenses, through either base rates or a combination of base rates and a prospectively-set 

adjustor, will fall short of the Company’s actual 2007 fuel expenses. 

In response to Staff witness Anderson’s assertions related to DSM-related reduced 

revenue, I have re-estimated the amount of net lost revenues associated with the 

Company’s DSM program achievements to be $6.9 million. In an attempt to deal with 

Staffs assertion that revenue reductions attributable to DSM measures are not known 
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111. 

Q. 

A. 

and measurable, this revised estimate takes into account only the energy reductions 

associated with the amounts already spent and planned to be spent in the remainder of 

this year, as addressed by Ms. Teresa Orlick in her Rejoinder Testimony regarding the 

DSM spending plan. The Settlement Agreement that led to Decision No. 67744 

provides for the recovery of DSM-associated net lost revenues in the Company’s rate 

cases, and the Company is merely seeking to be kept whole for the energy reductions 

that have already been or are about to be achieved. 

Finally, I provide a more quantitative illustration of the problem posed by Staff witness 

Dittmer’s recommendation to disallow the Sundance O&M overhaul expense pro forma 

adjustment. Mr. Dittmer’s recommendation precludes the Company from recovering its 

full overhaul costs until several years in the future, if at all. Under Staffs approach, 

customers in the future will be required to pay for overhaul expenses that are being 

incurred based on the usage of Sundance today. 

REJOINDER TO STAFF WITNESS ANTONUK 

HAVE YOU REVIEWED THE SURREBUTTAL TESTIMONY OF STAFF 
WITNESS ANTONUK REGARDING THE COMPANY’S PROPOSED BASE 
FUEL RATE? 

Yes, I have. As I understand his testimony, Mr. Antonuk has two principal objections. 

One objection is that the base fuel rate should not be set on the basis of estimated 2007 

fuel expenses, but rather, that those cost estimates should be addressed by utilizing a 

prospectively-set adjustor with the Company’s PSA mechanism. The second objection 

relates to his belief that the 2007 fuel expense estimates provided by APS in late July, 

which relied on June 30, 2006 forward prices for natural gas and wholesale power, are 

simply too far removed from the actual delivery period to rely on. While I do not fully 

agree with Mr. Antonuk’s conclusions, I will endeavor to accommodate them here. 
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Q. 

A. 

Q. 
A. 

Q. 

A. 

HOW DO YOU RESPOND TO M R  ANTONUK’S OaTECTION CONCERNING 
THE APPLICABILITY OF THE COMPANY’S 2007 FUEL EXPENSE 
ESTIMATES BASED ON JUNE 30,2006 FORWARD PRICES FOR NATURAL 
GAS AND WHOLESALE POWER? 

As suggested by Mr. Antonuk, I have prepared revised estimates of 2007 fuel expenses 

that rely on September 29,2006 forward prices for natural gas and wholesale power. It 

is my hope that Mr. Antonuk is correct when he states: 

We believe that there is sufficient time to set a new PSA 
adjustor, provided that the Company files complete 
estimates soon (its next testimony filing in this proceeding 
presents such an opportunity), so that the parties can begin 
their examination. (Surrebuttal Testimony of John 
Antonuk, p. 1 1, lines 18-20.) 

To that end, I have attached a summary of Fuel and Purchase Power Key Factors as 

PME- 1 -RJ. I have also provided a complete set of work papers to the parties, concurrent 

with this testimony, which I believe wiIl facilitate the examination by the parties. 

WHAT DO YOUR REVISED ESTIMATES SHOW? 

The Company’s revised proposed base fuel rate is 3.2491$/kWh, which results in a 

revenue requirement that is $314.4 million higher than the Company’s current base fuel 

rate. 

HOW IS THIS REVISED BASE FUEL RATE ESTIMATED DIFFERENTLY 
FROM PREVIOUS ESTIMATES YOU HAVE PROVIDED IN THIS CASE? 

There are relatively few differences from previous estimates, a fact which I believe will 

enable the parties to complete their examination of these estimates more quickly. First, 

as I have already mentioned, forward prices for natural gas and wholesale power have 

been updated to their closing values as of September 29, 2006. On this basis, the 

Company’s delivered gas price (time-weighted for calendar year 2007, not volume- 

weighted) averages $7.37/MMBtu and the similar average for Palo Verde on-peak power 

is $65.69/MWh. Second, I have updated the amount and value of the Company’s natural 
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Q* 

A. 

Q. 

gas and power hedge contracts to reflect the positions in place at September 29, 2006. 

Third, I am using the precise start and end dates for changes in the Company’s power 

contracts that are to occur in 2007. In previous estimates, I had annualized such changes 

so that the average fuel cost could be reflective of such changes beyond just the initial 

year. Fourth, and along the same lines as the previous adjustment, I have used the 

Company’s energy sales estimate for 2007 without the annualization of year-end 

customer levels. Fifth, I am using the Company’s actual planned outage schedule for 

2007, rather than the normalized schedule I had used previously. These latter changes 

are consistent with Staffs desire to have costs be reflective of actual conditions. (See, 

Antonuk Direct Testimony, page 5.) All other estimates of fuel prices, plant capacities 

and operating characteristics, and unplanned outage rates are very similar, if not 

identical, to those I have used in previous estimates. 

HAVE ANY OF THE BASE FUEL ESTIMATES YOU HAVE PROVIDED IN 

No. None of the base fuel cost estimates or revenue requirements to which I have 

testified previously have been affected by the inclusion of such amounts. Although it is 

correct that the Company mistakenly included certain non-utility revenues and expenses 

in its direct case (which were removed in rebuttal), Mr. Antonuk is mistaken when he 

asserts that our base fuel estimates had an error stemming from “the inclusion of non- 

utility revenues and expenses in the normalized APS fuel and energy 2006 data that Mr. 

Ewen used in his direct testimony to support APS’s rate request.” (Surrebuttal 

Testimony of John Antonuk, p. 2, lines 16-19.) These amounts were never included in 

my calculation of the base fuel cost for 2006 or 2007 and never affected the revenue 

requirements associated with fuel expenses to which I testified. 

THIS CASE INCLUDED NON-UTILITY REVENUES AND/OR EXPENSES? 

DOES M R  ANTONUK CORRECTLY CONCLUDE THAT THE COMPANY’S 
FUEL COST ESTIMATES ARE NOT RELIABLE? 
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Q. 
A. 

No, Mr. Antonuk’s conclusion relies on a high-level comparison of the various estimates 

provided in this case without providing any real context for why those changes were 

seen. For example, at one point Mr. Antonuk explains: 

Look for example at what APS thought 2007 costs were 
going to be in February 2006. That estimation differs by 
more than $100 million from what the APS estimate as of 
June 30,2006 showed them to be. (Surrebuttal Testimony 
of John Antonuk, p. 14, lines 14-1 6.) 

Earlier in his testimony, he highlights volatility in fuel prices: 

There have been further significant market changes since 
last February . . . . The fluid energy markets of 2006 well 
demonstrate that there may be substantial changes in 2007 
costs from those that the Company proposes to use. 
(Surrebuttal Testimony of John Antonuk, p. 7, lines 13-1 6.) 

Both of these observations apparently lead him to conclude: 

The volatility in fuel and energy markets makes reliance on 
a mid-2006 estimate as troubling as reliance on the 
normalized 2006 data that witness Ewen addressed in his 
direct testimony. (Surrebuttal Testimony of John Antonuk, 
p. 4, lines 13-15.) 

PLEASE EXPLAIN WHY YOU DO NOT AGREE WITH THIS CONCLUSION. 

There are two principal reasons that I disagree with Mr. Antonuk. First, his analysis of 

changes in 2007 costs is not correct. As far as I can tell, he has compared the gross 

levels of a February 2006-vintage forecast of 2007 fuel expenses to the gross levels of a 

June 2006-vintage normalized estimate of 2007 fuel expenses, without adjusting for 

sales volume differences across the two estimates. While this may seem like a subtle 

point, it actually turns out that the average fuel cost between the two estimates - which 

is the single most important result for rate-making purposes to be derived from these 

estimates - differs by less than 0.1 #kWh. The revenue requirement associated with this 

difference is just over $20 million, far less than the “more than $100 million” claimed by 
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Mr. Antonuk. The sales volume differences are entirely attributable to the customer 

annualization adjustment that is performed for rate-making purposes in the normalized 

fuel estimate; this adjustment is not made in the “forecast” estimate. 

The second reason is the lack of context provided around his characterization of the 

change in 2006 costs. At page 7 of his Surrebuttal Testimony, Mr. Antonuk comments 

on the $86.5 million decline in expected 2006 fuel costs between November 2005 and 

February 2006 and uses that change to argue that market changes could significantly 

change the Company’s expected 2007 costs. Whether he meant to or not, I believe he 

leaves the impression that the Company’s fuel estimates routinely “bounce around” by 

tens of millions of dollars and are therefore unreliable. If this is truly his conclusion, I 

would argue that it really overstates the case and ignores the extraordinary circumstances 

that led to the lower estimates in February 2006. 

While it is true that the Company’s fuel-related revenue requirement declined 

significantly between the time it filed its direct case in January 2006 (using November 

30, 2005 forward prices) and the time the Company filed its rebuttal testimony in the 

Emergency Case in March 2006 (using February 28,2006 forward prices), the dramatic 

nature of the change in natural gas and wholesale power prices was the entire story 

behind the change. During this time period, natural gas prices declined by over 

$4/MMBtu - a drop of almost 40%. The magnitude of this change is one of the most 

severe experienced by the natural gas market (perhaps rivaled only by the hurricane- 

induced jump in August through October 2005). What is shocking about the change in 

fuel costs cited by Mr. Antonuk is not that they changed by as much as $86.5 million, 

but that they changed by o& $86.5 million. 

In summary, the Company’s fuel estimates for 2007 have been relatively stable and have 
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Q. 

A. 

Q. 

A. 

varied by generally less than O.l$/kWh since the beginning of the year. Estimates for 

2006 have varied more than this, but principally due to one of the most severe changes in 

the natural gas market ever seen. Notably, even when the estimates for 2006 were 

changing in relatively dramatic fashion, the estimates for 2007 remained relatively 

stable. 

ARE YOU SUGGESTING THAT 2007 FUEL COSTS ARE VIRTUALLY 
CERTAIN? 

No. What 1 am suggesting is that, in the absence of another dramatic change in natural 

gas prices like those seen in late 2005 and early 2006 (or an equivalent change to some 

such other important factor), the Company’s 2007 he1 costs are fairly well-known, 

given the significant degree to which its fuel needs are hedged for 2007. I believe this is 

reflected in the fact that the 2007 estimates have moved only modestly over this previous 

year. Furthermore, if a dramatic change in the natural gas market were to occur in 2007, 

it is my opinion that prices are more likely to experience a $4 upward move than a 

downward move. Based on this, I believe the Commission can set the Company’s base 

fuel rate at 3.2491$/kWh with confidence that the Company’s actual fuel costs will 

correspond closely to that level. 

HAS STAFF’S SURREBUTTAL TESTIMONY ALTERED YOUR VIEW OF 
HOW THE PSA MECHANISM MUST OPERATE? 

No. I did not read Mr. Antonuk’s Surrebuttal Testimony to indicate significant 

disagreement with the Company’s elaboration on how Staff‘s proposed PSA structure 

could be implemented. I do understand that Mr. Antonuk disagrees with the Company’s 

conclusions regarding the initial value of the 2007 prospective adjustor and hope that the 

estimates 1 have provided in my Rejoinder Testimony are more satisfactory in that 

regard. Specifically, though, I reiterate that the safest course of action for the 

Commission to take with respect to the PSA is to adopt the Company’s proposed base 
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IV. 

Q* 

A. 

fuel rate that I have presented here and the modifications to the PSA proposed by Mr. 

Robinson, which have been more generally accepted by other parties. 

If the Commission chooses to adopt the Staff proposal, without having seen a detailed 

Plan of Administration, I can only reiterate that the structure should reflect the following 

provisions in order to help it work most effectively: 

1. 

2. 

3. 

4. 

5 .  

The prospective adjustor should reflect the level of base fuel costs I have 

described above; 

The adjustment mechanism must be able to deal with unrecovered historical 

costs, particularly those from 2006; 

The effective dates and terms (Le., length of time) for annual adjustor rate 

changes should be established in advance; 

There should be a well-defined process for filing, reviewing and approving the 

prospective and historic adjustors in fiture years; and 

The fuel cost deviations to which any remaining sharing mechanism between 

the Company and customers is applied should be well-defined. (Presently, we 

do not know how to interpret Mr. Antonuk’s description at page 14 of his 

Surrebuttal Testimony regarding costs that would be subject to sharing.) 

REJOINDER TO STAFF WITNESS ANDERSON 

WHAT IS YOUR RESPONSE TO STAFF’S RECOMMENDATION THAT THE 
COMPANY’S PROPOSED PROFORMA ADJUSTMENT FOR REVENUE 
REDUCTIONS ATTRIBUTED TO DSM MEASURES SHOULD BE 
DISALLOWED BECAUSE THEY ARE NOT KNOWN AND MEASUREABLE? 

I have updated the estimate of net lost revenues associated with the Company’s DSM 

programs to reflect the actual spending to date and the amounts planned to be spent in 

the 4‘h quarter of this year. It is my belief that these adjustments should satis@ Staffs 
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concerns because they are relying on known program expenditures, and these 

expenditures have resulted in the implementation of quantifiable energy-saving 

measures. Ms. Orlick addresses the total amount of DSM expenditures to date, as well 

as the planned DSM spending through the end of 2006. She also addresses how these 

DSM expenditures convert into energy savings. 

Q. 
A. 

PLEASE QUANTIFY THE DSM ENERGY SAVINGS. 

As Ms. Orlick addresses in her Rejoinder Testimony, the cumulative DSM expenditures 

for 2005-2006 are planned to be $12.6 million, which yield an annual energy reduction 

of 127,000 MWh. The Company’s original proposal had relied on an annual spending 

level of $1 0 million and a corresponding energy reduction of 94,000 MWh. The change 

reflects a slower than expected approval and implementation of the Company’s DSM 

programs, but a full year of additional savings and energy reductions. 

Q. 

A. 

WHAT IS THE IMPACT OF THESE ENERGY SAVINGS ON THE 
COMPANY’S REVENUE REQUIREMENT? 

These energy savings result in $6.9 million of lower revenues (net of avoided fuel 

expenses) that are not reflected in energy sales in the Test Year ending September 30, 

2005. This amount exceeds the $4.9 million that the Company is requesting in its 

revenue requirement through the pro forma adjustment filed in January 2006. For 

purposes of setting rates on a going forward basis, and in concert with the language in 

the Settlement Agreement adopted in Decision No. 67744, it is most appropriate that the 

Commission provide for recovery of these known and measurable impacts to our 

revenues. 

V. REJOINDER TO STAFF WITNESS DITTMER 

Q. MR. DITTMER HAS TAKEN THE POSITION THAT A PORTION OF THE 
PROJECTED MAINTENANCE COSTS FOR THE SUNDANCE UNITS 
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Q* 

SHOULD BE DISALLOWED. HOW DO YOU RESPOND? 

I disagree with S W s  position. The method traditionally followed by the Commission 

in setting rates for such items is to average the expenses over generating plant overhaul 

cycles so that “lumpy” payments in one year do not lead to an overstatement of the 

Company’s rates. Since the Sundance major overhaul cycle is twelve years, the 

Company has requested essentially that one-twelfth of its expenses be recovered in each 

year. 

For example, if the Company were to conduct all of the first round of major overhaul 

work for the Sundance units in one year, it would require rates to recover $24 million in 

that year (in non-escalated 2005 dollars). In practice, the Company will likely spread 

this overhaul work for all ten units over five years, incurring an annual cost of $4.8 

million each year (again in 2005 dollars). Importantly, the need to carry out this 

overhaul work is determined, in part, by the use of the Sundance units in 2005 and 2006. 

Under the Staff recommendation, the Company does not begin to recover these costs 

until some indeterminate time in the hture. At that future time, if the Commission 

follows past practice and averages these overhaul costs over the length of the overhaul 

cycle, then the Company will permanently forego the opportunity to recover $2.75 

million for each year these costs are not included in rates. On the other hand, if the 

Commission deviates from current practice at such future time and allows recovery of 

overhaul costs over a shorter period of time, the Company may be able to recover its 

costs, but customers in the future will be left to pay for costs attributable to customers in 

the present and in the recent past. Neither of these two scenarios seems appropriate. 

MR. DITTMER HAS POSITED THE POSSIBILITY THAT SUNDANCE 
MAINTENANCE COSTS COULD BE DEFFERED UNTIL SUCH ACTIVITIES 
WERE ACTUALLY UNDERTAKEN. WHAT IS YOUR RESPONSE TO THIS 
APPROACH? 

- 11 - 
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Q- 
A. 

Q. 

A. 

At the very least, the Company should be provided the ability to defer such costs for 

recovery until a future rate case, as Staff has suggested. While this approach is better 

than no recovery at all, it appears to be sub-optimal to the Company’s proposed 

approach because future customers will be required to pay not only for the on-going 

overhaul costs of the Sundance plant, but also for any costs incurred in these early years 

because there was no recovery for a pro-rata share of the overhaul costs during those 

years. 

CONCLUSION 

DO YOU HAVE ANY CONCLUDING COMMENTS? 

To assure that the Company’s financia1,stability will remain intact, recovery of the 

appropriate level of fuel expenses is imperative. This means that it is both necessary and 

proper to account for known and measurable changes in setting base fuel rates. For that 

reason, the Company urges the adoption of the recomputation of base fuel expense for 

2007 of 3.2491$/kWh. In the alternative, if the Commission adopts both the Staff- 

recommended base fuel rate and Staff‘s recommended modifications to the PSA, the 

prospective adjustor for 2007 must be set at 0.45 16$/kWh to limit the amount of under- 

recovery of fuel expenses that may occur in 2007. Additionally, the future rates for the 

Company should acknowledge the revenue loss related to the actual achievements of the 

Company’s DSM programs through the end of this year, as provided for by the 

Settlement Agreement and Decision No. 67744. The Company’s rates should also allow 

for recovery of Sundance overhaul costs in a timely manner and in a manner that will not 

disadvantage customers in the future. 

DOES THAT CONCLUDE YOUR REJOINDER TESTIMONY IN THIS 
PROCEEDING? 

Yes. 

- 12- 
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REBUTTAL TESTIMONY OF BARBARA D. LOCKWOOD 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

(Docket No. E-01345A-05-0816) 

INTRODUCTION 

PLEASE STATE YOUR NAME AND POSITION WITH APS. 
My name is Barbara D. Lockwood. I am the Manager of Renewable Energy for 

Arizona Public Service Company (“APS” or “Company”). 

WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL 
BACKGROUND? 

I hold a Bachelor of Science in Chemical Engineering from Clemson University 

and a Master of Science degree in Environmental Engineering from Georgia 

Institute of Technology. I am a registered professional chemical engineer in 

Arizona and California. I joined the Company in 1999. 

Prior to my current position, I held various policy and environmental positions at 

APS. I began my career in the chemical industry at E.I. DuPont de Nemours in 

various engineering and management roles on the east coast. I then moved into 

environmental consulting in California and Arizona where I managed diverse 

projects for national clients across the United States. 

HAVE YOU PREVIOUSLY TESTIFIED BEFORE THIS COMMISSION? 

Yes. While I have not testified in previous rate proceedings, I have testified on 

several occasions before the Arizona Corporation Commission (“Commission”) 

regarding the development of the Renewable Energy Standard (“RES”) and Tariff, 

as well as APS’s applications involving our renewable energy customer program. 
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WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN THIS 
PROCEEDING? 

In a letter dated July 17,2006, Commissioner Mayes requested that Parties to this 

Docket consider exploring the implementation of the RES in this rate proceeding. 

A P S  hlly supports the Commissions efforts to achieve the overall proposed RES 

targets, and I will provide testimony that generally describes APS’ views on the 

RES and related issues. 

I will also respond to the testimony of Dr. David Berry with Western Resource 

Advocates associated with Green Power Tariffs and the cost of procyring 

renewable energy. In addition, I am responding to the testimony of Ms. Amanda 

Ormond with Intenvest Energy Alliance associated with the APS’ renewable 

energy procurement process. 

Finally, I am adopting as my own testimony, that portion of APS witness Ed 

Fox’s Direct Testimony, Section IV, pages 19-22 regarding the Company’s Green 

Power offerings. I will be offering certain modifications to the proposal based on 

suggestions made by Dr. Berry and the Company’s experience with its existing 

renewable portfolio. 

SUMMARY OF TESTIMONY 

PLEASE SUMMARIZE YOUR REBUTTAL TESTIMONY IN THIS RATE 
CASE DOCKET. 

AF’S supports the goal of increasing the use of renewable resources to meet 

customers’ growing energy needs and believes the RES proceeding is the 

appropriate forum to discuss this issue. In my testimony, I generally describe our 

approach to implementing the RES, should it be approved by the Commission in 

its current form. 
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Q. 
A. 

Q. 

A. 

I will also respond to Ms. Ormond’s suggestions with regard to independent 

evaluators and mandated request for proposals for renewable energy. Finally, I 

will also describe our proposed modifications to the green power offering 

previously submitted by Mr. Fox and provide information in support of the 

proposed total solar schedule sponsored by APS witness Greg DeLizio. 

RENEWABLE ENERGY STANDARD 

PLEASE DESCRIBE APS’ GENERAL VIEWS ON THE DRAFT RES. 

APS supports the intent of the draft RES and the development and integration of 

renewable energy into our energy portfolio. Renewable energy diversifies the 

Company’s energy supply, which provides many benefits to our customers. 

Renewable energy can also help manage the environmental impacts of electricity 

generation. 

A P S  has previously expressed concerns to the Commission about a few 

components of the draft RES including the penalty provisions and the magnitude 

of the distributed generation component. Although I will not discuss those 

concerns in this testimony, APS will continue to provide support for the RES and 

make constructive suggestions for its improvement in the rulemaking process. 

HOW WILL APS OBTAIN THE RENEWABLE ENERGY TO MEET THE 
DRAFT RES TARGETS? 

To meet the draft RES targets, APS anticipates obtaining most of our renewable 

energy fiom bulk power purchase of renewable energy or through generation of 

renewable energy froin APS-owned projects. (Distributed energy projects will 

make up the balance). A P S  is currently providing over 16 megawatts of 

renewable energy to our customers from APS-owned solar facilities and a power 

purchase agreement (PPA) for 10 megawatts of geothermal energy from a project 

I88 I61 I .9 3 
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A. 

in California. APS anticipates adding 105 megawatts of wind energy within the 

next 6 months, and 20 megawatts of biomass and biogas energy within about 18 

months, all through long term PPAs. 

Most of these projects were obtained through APS’ 2005 renewable energy 

Request for Proposals (RFP). APS’ experience in the 2005 RFP indicates that the 

market place is willing to offer renewable energy from small to medium scale 

renewable power projects. A P S  continues to evaluate additional projects 

including Arizona and California geothermal projects, regional wind projects and 

large-scale Arizona solar projects. 

For the foreseeable future, the cost for energy from such projects is anticipated to 

continue to be in excess of the comparable cost of conventional alternatives. 

Renewable energy projects are being developed in Arizona, but to effectively 

manage the costs of the program, APS will look both in Arizona and regionally 

for the most cost effective projects. 

PLEASE DESCRIBE APS’ GENERAL APPROACH TOWARD THE 
DISTRIBUTED ENERGY REQUIREMENT OF THE DRAFT RES. 

The draft RES currently requires an increasing percentage of total renewable 

energy to be derived from distributed resources. The distributed energy 

requirement starts at 5% in 2007 and increases to 30% in 2012 and beyond. APS 
understands and supports the objectives of the distributed energy requirement of 

the draft RES, even though we have significant concerns over the magnitude of 

the requirement, the adequacy of necessary funding, and the cost compared to 

other renewable alternatives. 

APS’ customers have indicated their support for distributed energy by increasing 

participation in our Solar Partners Incentive Program (formerly referred to as the 

1881611.9 4 
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Q. 

A. 

Q. 
A. 

Credit Purchase Program). As of the end of August 2006, 835 customers have 

installed renewable energy systems through our program including grid-tied and 

off-grid photovoltaic generation resulting in 1.7 megawatts of distributed 

generation. AF’S supports OUT customer’s interest and will build on our already 

successful program. 

APS believes that consumer awareness regarding APS’ distributed generation 

program will be fundamental to its success, and is currently implementing a 

significant customer awareness campaign. We are also in the process of 

contracting with an outside firm to develop a full marketing and communications 

plan for implementation in early 2007. 

APS’ approach to the distributed energy requirement of the draft RES would also 

involve incorporation of the Uniform Credit Purchase Program (UCPP). 

APS’ GREEN POWER OFFERINGS (GPS- 1 AND GPS-2) 

IS APS STILL PROPOSING GREEN POWER OFFERINGS AS 
DISCUSSED BY MR. FOX? 
Yes. I am adopting Section IV of Mr. Fox’s direct testimony. As Mr. Fox 

explained, some of APS’ customers have expressed an interest in subscribing to 

specific blocks or percentages of renewable resources in their energy purchases. 

In his direct testimony, Mr. Fox discussed the framework of the Company’s 

proposal. I am not proposing to change that general framework, but I am 

proposing an updated method for calculating the tariff amounts. 

PLEASE EXPLAIN APS’ GREEN POWER PROPOSAL. 

A P S  is proposing to provide to customers a mix of renewable energy resources 

representing our available renewable generation portfolio. The rates are 

constructed based on the actual cost of renewable energy from three projects for 

188161 I 9 5 
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which A P S  has contracted.' The cost for each of the three projects was weighted 

based on the specific contract price structure and projected energy production to 

establish an average annual portfolio price. The expected energy production 

profiles for each project were used to develop energy projections fitting both 

seasonal and time-of-day windows. The result was weighted average costs of 

$62.35 per megawatt hour and $62.74 per megawatt hour for 2007 and 2008 

respectively. Mr. DeLizio uses these costs in the designing the Green Power 

rates. 

A P S  also proposes to change the 30% option in GPS-2 to 35% to better coincide 

with recent changes to the Leadership in Energy and Environmental Design 

(LEED) standard for new buildings. As described by Mi. DeLizio, APS is 

proposing initial green power rates based on two year cost projections. APS is 

proposing to update the green power rates when customer demand exceeds the 

available supply from these three projects (if additional energy is available from 

other projects) through a process discussed by Mr. DeLizio. 

ARE THERE ANY OTHER PROVISIONS TO APS' GREEN POWER 
PROPOSAL? 

Yes. As suggested by Dr. Berry, APS proposes to provide reports on customer 

participation, kWh sales, and revenue in its annual EPS/RES filings. 

DO YOU AGREE WITH OTHER SUGGESTIONS FROM MR. BERRY 
RELATED TO APS' GREEN POWER PROPOSAL? 

Yes. APS agrees with Dr. Berry that the green schedule should be based on actual 

project costs and has revised our proposal accordingly. A P S  will pursue green-e 

' One of these projects, a 10 MW geothermal project, is in operation today. The other two projects are wind 

resources totaling 105 MW, and they will be in operation in late-2006 or early-2007, before the green schedule 

becomes available to customers. 
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Q. 

A. 

certification for its green power products and is proposing to change the minimum 

block size in GPS-1 to 100 kWmonth.  

APS IS ALSO PROPOSING A NEW TOTAL SOLAR SCHEDULE. 
PLEASE EXPLAIN THE PURPOSE OF THIS SCHEDULE. 

APS is aware of our customer’s interest in renewable energy and, in particular, 

solar energy. To date, 835 of our customers have chosen to participate in our Solar 

Partners Incentive Program to install their own solar energy system. However, 

many of our customers who are interested in solar energy may not wish to own 

and operate their own system. With the Total Solar schedule (Solar-3), A P S  takes 

on the responsibility for the generation and provides clean, renewable, solar 

energy to the customer. 

With the new Total Solar schedule, A P S  is proposing to offer our customers the 

opportunity to support solar energy by purchasing APS-generated solar energy to 

offset 50% or 100% of their energy consumption. A P S  proposes to provide the 

solar energy from utility-scale solar systems. The price of solar energy included 

in the initial Total Solar schedule sponsored by Mr. DeLizio is $0.39 per kilowatt 

hour, The price was developed based upon a single-axis photovoltaic system 

using an installed capital cost of $7,000 per kilowatt DC, average production of 

2,400 kilowatt hours per kilowatt DC, 25-year system life, and APS’ requested 

cost of capital. The size and technology was selected so that APS could offer the 

lowest cost, readily available technology which could be added in manageable 

increments. The initial projects would be constructed at APS facilities for 

efficiency of construction, maintenance and operations. Mr. DeLizio describes the 

rate design and associated cost. 

APS currently has approximately 4,400 customers enrolled in our Solar Partners 

Rate program which allows customers to purchase 15 kilowatt hour blocks of 

188 161 1.9 7 
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A. 

Q. 

A. 

solar energy. APS has proposed to freeze the Solar Partners Rate (SP-1) with the 

introduction of the new Green Power and Total Solar schedules. 

RENEWABLE PROCUREMENT 

INTERWEST ENERGY ALLIANCE HAS PROPOSED TItQT THE 
COMMISSION APPOINT AN INDEPENDENT EVALUATOR FOR RFP 
PROCESSES. DO YOU AGREE? 

No. The draft RES requires utilities to have procedures for selecting resources and 

also requires certification by an independent auditor that the procedures are fair 

and unbiased and have been appropriately applied. In addition, Mr. Dinkel 

describes APS’ plans for a Wind Integration Study. A P S  believes that by 

conducting the Wind Integration Study academic and industry participants can 

assist in helping establish guidelines to be used for RFP evaluations of wind 

projects. Therefore, an independent evaluator for RFPs is unnecessary. Finally, in 

response to A P S  Data Request IEA-1-5, Intenvest Energy Alliance calculated the 

cost of an independent evaluator to review an RFP at between $90,000 and 

$125,0002, with such costs being included in the administrative costs of procuring 

renewable energy or from the System Benefits Charge.3 Such additional costs are 

an unnecessary use of customers’ money because of the clarity and rigor provided 

by the Integration Study and draft RES requirements. 

INTERWEST ENERGY ALLIANCE ALSO PROPOSED MANDATED 
RFP’S RELATED TO RENEWABLE PROCUREMENT. DO YOU AGREE? 

No. APS believes that how and when to procure renewable energy should be left 

to the Company so that it can have the flexibility it needs to best serve its 

* Interwest Energy Alliance estimated the cost between $65,000 and $85,000 if a Staff person were to perform that 

function. 

See Interwest Energy Alliance response to APS-IEA- 1-5. 3 
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customers. As such, A P S  should be allowed to evaluate all options and secure 

renewable energy in the most cost effective manner that best fits with the overall 

resource strategy. APS is committed to engaging the market in an open and fair 

manner, and anticipates conducting additional renewable energy RFPs in the 

future; however, mandated procurement schedules and procedures would not be 

in ow customer’s best interests. 

CONCLUSION 

DO YOU HAVE ANY CONCLUDING REMARKS? 

Yes. A P S  believes that increasing the usage of renewable energy is a worthy 

objective for many different reasons. APS supports the intent of the draft RES and 

believes that the RES rulemaking is the proper forum for addressing renewable 

energy. In addition, APS has proposed green power schedules and the Total Solar 

schedule that provide additional customer choice. 

DOES THAT CONCLUDE YOUR DIRECT TESTIMONY? 

Yes, it does. 
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INTRODUCTION 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

Barbara D. Lockwood, 400 North Fifth Street, Phoenix, Arizona 85004, 

ARE YOU THE SAME BARBARA D. LOCKWOOD WHO PREVIOUSLY 
FILED REBUTTAL TESTIMONY IN THIS PROCEEDING? 

Yes, I am. 

WHAT IS THE PURPOSE OF YOUR REJOINDER TESTIMONY? 

I have reviewed the surrebuttal testimony of Mr. Robert Annan representing Solar 

Advocates, Ms. Amanda Ormond representing Intenvest Energy Alliance and Dr. 

David Berry representing Western Resource Advocates. While there have been a 

number of issues addressed in these testimonies, I will be only responding to new 

issues or new arguments. Therefore, I will be addressing the following issues: the 

price of solar energy included in the Total Solar rate schedule, the suggested 

Independent Evaluator, and the projects that are proposed for the Green Power 

rate schedules. 

DOES YOUR SILENCE REGARDING ANY OF THE ISSUES 
DISCUSSED BY OTHER PARTIES INDICATE AN ACCEPTANCE OF 
THOSE POSITIONS BY THE COMPANY? 

No, it does not. For those issues, the Company maintains its positions discussed in 

previous testimony. 

- 1 -  
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A. 

Q. 

A. 

Q- 

A. 

PRICE OF S.OLAR ENEMTION 

WHAT IS YOUR GENERAL PERSPECTIVE ON MR. ANNAN’S 
TESTIMONY? 

We believe that Mr. Annan may have misunderstood the purpose of our Total 

Solar schedule. Mi-. Annan asserts that there are many other less expensive 

alternatives APS customers can rely upon to support solar energy including the 

APS buydown program. It is true that there are less expensive alternatives. It is 

also true that not all APS customer are able to, or desire to, install a solar system 

at their home or business, as required by our Solar Partners Incentive Program. 

For example, residents in a condominium complex or businesses that lease their 

office space may not have the right to install a system. Other homeowners or 

businesses may not wish to maintain a solar system. The Total Solar schedule was 

designed for those customers. A P S  will install, maintain and operate a system for 

those customers who do not desire to, or can not, do it themselves. APS’ objective 

is to provide a choice for our customers. 

MR. ANNAN ASSERTS THAT $0.39 PER KWH IS UNREASONABLE. DO 
YOU AGREE? 

No. The $0.39 per kWh is the cost for A P S  to install and operate the photovoltaic 

systems described in my rebuttal testimony for the purpose of this rate. The costs 

included in this price are a combination of capital and financing as well as 

operation and maintenance expenses. 

DID APS CHOOSE THE MOST COST EFFECTIVE SYSTEM FOR THIS 
SCHEDULE? 
Yes. APS selected the most cost effective photovoltaic system available to us 

today. While it is true that the A P S  Prescott system costs discussed by Mi. Annan 

have a lower initial capital cost, the systems referenced by Mr. Annan were 

- 2 -  
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A. 

installed in 2003 and 2004. Since that time, A P S  has seen significant increases in 

module costs. A market survey performed by a leading solar consultant showed 

increases of approximately 10% on photovoltaic modules alone (Source 

http:Nwww.solarbuzz.com/Moduleprices.htm). This increase was confirmed by a 

publication of the U.S. DOE Energy Information Administration’s report “Solar 

Thermal and Photovoltaic Collector Manufacturing Activities 2005 .” In addition 

to the increase in module costs, there have been inflationary pressures on all areas 

of construction labor and materials. As a result, A P S  has seen increases in all 

major components of the systems referred to by Mr. Annan. Even more 

importantly, the system we chose produces approximately 15% more energy than 

other utility-scale photovoltaic systems (including the systems installed at 

Prescott that were referenced by Mr. Annan) and 50% more energy than fixed 

rooftop photovoltaic systems. In conclusion, even though the capital cost for the 

system is somewhat higher, the increase energy production makes it at least as 

cost effective, if not more cost effective, than the alternatives. 

WOULD INSTALLATION OF A LARGER PHOTOVOLTAIC SYSTEM 
DECREASE THE COST? 

No. As previously discussed, the systems we selected produce approximately 

15% more energy on a per unit basis compared to the other utility-scale 

photovoltaic options. Furthermore, the additional energy production per installed 

kilowatt minimizes recent increases in photovoltaic cost as well as the increases 

in construction cost. Lastly, the incremental approach to building photovoltaic 

capacity for this purpose allows A P S  to take advantage of any improvements in 

technology or system cost which are predicted. Since we do not know how many 

customers will participate, APS chose a system that could be installed in 3.5 

kilowatt increments, allowing for rapid installation in small increments. This 

- 3 -  
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approach allows A P S  to service the customers who sign up for this rate without 

A P S  over-investing in generation that costs considerably more than conventional 

generation and burdening customers who are not interested in supporting solar 

energy. 

IS IT POSSIBLE TO GET BETTER PRICES FOR OTHER SOLAR 
TECHNOLOGIES? 

Yes. A P S  believes that it is possible to get lower unit cost for solar energy from 

concentrating solar plants, assuming the project is in the 50 to 250 megawatt 

range with APS making a commitment to a long term power purchase agreement. 

In this case, the cost could bein the range discussed by Mr. Annan. The challenge 

with using concentrating solar technology is the size. A project sized at less than 

50 MW would not be able to capture the necessary economies of scale, and 50 

MW is a large financial commitment. To fully subscribe a plant of this size, more 

than 10,000 residential customers with average usage would have to join the 

program at a significant premium over current rates. This number of customers 

would be several times more than those participating in the current APS Solar 

Partners Rate Program. 

MR ANNAN SUGGESTS THAT THE TUSCON ELECTRIC POWER 
SPRJNGERVILLE SOLAR FACILITY COST IS AN APPROPRIATE 
COMPARISON FOR THIS RATE. DO YOU AGREE? 

No. As reported in the Cost Evaluation Working Group report, both TEP and 

APS’ existing solar facilities were constructed using Environmental Portfolio 

Standard (“EPS”) funds, and no financing costs were incurred. In addition, the 

costs reported in the Cost Evaluation Working Group report do not include a 

number of other expenses such as property taxes or long-term operations and 

maintenance. The purpose of the Total Solar rate schedule is to provide solar 
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energy to customers concurrently with their energy usage. Consequently, the 

facility must be constructed prior to signing up customers. Capital investment in 

the solar infrastructure must be spent prior to receiving customer funds with no 

guarantee of a revenue stream. To provide this service to our customers, A P S  will 

have to finance the capital costs as it would any other utility capital project, 

increasing the overall cost of the project but allowing it to be recovered over an 

expected system life of 25 years. 

ARE YOU FAMILIAR WITH THE GOVERNMENT ESTIMATES 

REFERENCES? 

Mr. Annan did not provide specific references so it is difficult to know what was 

included in the costs he references. However, we are not aware of any 

government estimates within the prices listed in Mr. Annan's testimony for 

photovoltaic projects that exclude the federal investment tax credit and include 

financing and other operational costs. The draft Solar Electric Road Map recently 

prepared by Navigant Consulting for the Arizona Department of Commerce 

estimates the cost of central station photovoltaics to be around $0.54 per kilowatt 

hour without the federal investment tax credit. A report prepared by the California 

Energy Commission in June 2005 titled Developing Cost-Effective Solar 

Resources with Electricity System Benefits, identifies the 2003 cost for utility- 

scale PV systems as $0.25 to $0.40 per kilowatt hour. The cost proposed by A P S  

is less than the recent Navigant report and consistent with the California Energy 

Commission report. 

FORLARGE-SCALE SOLAR PROJECTS THAT MR. A"AN 

MR. ANNAN ASSERTS THERE IS VIRTUALLY NO RISK TO APS 
WITH THIS PROGRAM. DO YOU AGREE? 

Absolutely not. The vast majority of the costs for solar projects are upfront capital 
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investments, and APS will spend money without a guarantee of customer 

participation to pay for the initial capital investment. The price offered in this rate 

is based on recovering the investment over an expected system life of 25 years. 

Total Solar customers are only required to commit to one year of participation. If 

participation drops during the 25 years, APS would have no guarantee of recovery 

and would need to look to other mechanisms to pay for the investment. 

ARE THERE ANY OTHER MECHANISMS THAT APS COULD 
EXPLORE TO POTENTIALLY REDUCE THE COST OF THIS 
OFFERJNG? 

Yes. As suggested by Mr. Annan, APS could explore a long term contract with a 

third party for the installation, operation and maintenance of an appropriately- 

sized solar installation. As Mr. Annan points out, A P S  is ineligible for the federal 

investment tax credit, but another entity could potential use the credit to reduce 

the overall cost to the ratepayer. Many factors will influence the cost for such a 

contract, including the third party’s cost of capital and the term of the contract. 

However, we agree that this option deserves consideration. 

WHAT ARE THE POTENTIAL IMPACTS OF ACQUIRING THE 
NECESSARY ENERGY FROM A THIRD PARTY? 

As described in Mi. Annan’s testimony and acknowledged above, it is possible 

that a third party developer can provide an incremental solar energy product at a 

cost lower than that proposed by A P S .  In order to secure such a resource at an 

incrementally low price, A P S  would be required to enter into a long-term (10- 

year to 25-year) agreement. A P S ’  proposed Solar-3 would allow customers to 

participate with no more than a one year commitment to the rate. As described, 

the Company would be required to procure resources to meet the demand of all 

Solar-3 participants in any given year. This demand could be higher in one year 
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than in a subsequent year and as a result A P S  would have committed to the 

incremental solar product in excess of the Solar-3 demand. 

INDEPENDENT EVALUATOR 

MS. ORMOND ASSERTS THAT THE RES REQUIREMENT FOR 
INDEPENDENT AUDIT OF PROCEDURES IS NOT SUFFICIENT TO 
ASSURE A FAIR RFP PROCESS. DO YOU AGREE? 

No, we do not. The Staff Report recommending amendments to the EPS dated 

February 3, 2006, page 16, Section L, states that “The proposed rules contain 

provisions that are intended to ensure the fairness of the resource selection 

process.” The September 29, 2006 RES Recommended Order retains this 

recommendation in R14-2-1812.B.5. APS believes that Staffs intent was to 

assure oversight of the procedures and processes associated with resource 

selection. Since it is a requirement of our compliance filing, it is appropriate for 

APS to work with the independent auditor to review our processes and procedures 

before applying them to select a resource. We fblly intend to do so. Ms. Onnond 

also asserts that the process only applies to the procurement of resources under 

the RES. A P S  has various requirements associated with renewable energy, but 

APS uses a single comprehensive process for evaluating and selecting renewable 

resources. A P S  fblly anticipates reporting on all renewable energy activities in its 

annual EPS/RES compliance report and obtaining certification for all resource 

selection. 

MS. ORMOND ASSERTS THAT $100,000 FOR AN INDEPENDENT 
EVALUATOR WOULD HAVE LITTLE IMPACT ON THE COST 
OF THE ENERGY PURCHASED. DO YOU AGREE? 

While it is true that the average cost of the energy purchased would not increase 

substantially, it is also true that APS costs would not decrease and the incremental 

costs would be born by the ratepayer. For $100,000, APS could pay an incentive 
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for eleven (1 1) 3-kilowatt solar rooftop systems. 

GREEN POWER SCHEDULES 

DR. BERRY ASSERTS THAT THE RENEWABLE ENERGY PROVIDED 
BY THE PROPOSED GREEN POWER RATE SCHEDULE SHOULD BE 
OVER AND ABOVE ANYTHING REQUIRED BY STATE OR FEDERAL 
RPS REQUIREMENTS. DO YOU AGREE? 

Yes. The energy provided is in excess of the EPS/RES and Decision No. 67744 

requirements. The projects identified in the proposed Green Power Schedule will 

produce energy in excess of the EPSRES requirement. A generation project may 

provide energy to both EPSRES and Green Power requirements, but the energy 

will not be double counted. The proposed application of the included projects is in 

full compliance with the Green-e Certification Program as detailed in Section 

1II.D of the standard, “,..a facility that is generating renewable energy in excess 

of the government mandate or other legal contract ... may be used in a Green-e 

certified product.” 

ARE THE PROJECTS PROPOSED FOR THE GREEN POWER RATE 
SCHEDULE NEW? 
Yes. The renewable energy projects included in A P S ’  proposed Green Power 

Rate Schedules are new. The included geothermal project entered service in 

January 2006, one of the wind projects included is scheduled to enter service in 

late-2006, and the second wind project included is scheduled to enter service in 

early-2007. The Green-e Renewable Electricity Certification Program, National 

Standard Version 1.3, Section 11. E indicates that new renewables are defined to 

“include any eligible renewable facility beginning operation or repowered after 

January 1, 1997.” 

IS THE 10 PERCENT OPTION OFFERED UNDER THE PROPOSED 
GREEN POWER RATE SCHEDULE COMPLIANT WITH GREEN-E 
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CERTIFICATION REQUIREMENTS? 

Yes. A utility with percentage-of-use retail electricity offerings of less than 50 

percent must additionally offer a customer option of 100 percent to residential 

customers for the products to be Green-e certifiable (Green-e standard, Section 

III.A.1). A P S  believes the Green-e standard is ambiguous on this subject. 

Although it is clearly stated that “offerings must offset at least 25 percent of a 

residential customer’s electricity usage,” the standard firher states that “if a 

marketer or utility offers the option to offset less than SO percent of a residential 

customer’s electricity use, they must also offer a 100 percent option to residential 

customers.” A P S ’  proposed Green Power Rate Schedules offer percentage-of-use 

options of 10,35,  50, and 100. APS believes that including the 100 percent option 

will allow for Green-e Certification of the Green Power products. Further A P S  

strongly believes that it is important to offer alternatives that will insure that any 

interested A P S  customer can afford to participate in this exciting new rate. APS 

believes that the 10 percent alternative helps ensure that this is possible. 

IS THE COMPANY RECOMMENDING ANY OTHER CHANGES TO 
GREEN POWER RATES? 

Yes, just one clarification. In order to help ensure that customers do not subscribe 

to more green power or solar power than they consume each month, the Company 

recommends that the relevant rate schedules reflect this requirement and that the 

customer be limited to participate in only one green power or solar rate option. 

This would include GPS-lA, GPS-2A, Solar-1, Solar-2, Solar-3 and SP-1. 

CONCLUSION 

DOES THIS CONCLUDE YOUR IREJOINDER TESTIMONY? 

Yes, it does. 
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